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PREFACE 

This book grew out of a part of a course on the subject 
of money and banking given by the author at Columbia 
University. It was written under stress of numerous other 
duties, hence the author himself feels called upon to confess 
that in several directions the book leaves something to be 
desired. But it is hoped that it will be helpful to the 
student and to the general reader in obtaining a little more 
comprehensive and more closely coordinated knowledge of 
the broader relations of modem banking. For use in the 
classroom it is recommended that a good book of readings 
like W. Hamilton's Readings in Money and Banking, or 
H. G. Moulton's Principles of Money and Banking be used 
to supply illustrative, concrete material as a basis for 
further discussion. 

The author has obviously drawn heavily on the pro- 
ductions of others. Professor Dunbar's little book, Chap- 
ters on the History a/nd Theory of Banking, supplied most 
of the basic structure. Suggestions were picked up here 
and then in the writings of sundry other authors. Definite 
acknowledgment is made in a few cases, but most of the 
principles of modem banking have been so widely dis- 
cussed that they may be regarded as common property. 
There is little, therefore, that is really new in this book 
except in organization and method of approach. 

The author takes pleasure, however, in expressing grate- 
ful acknowledgment to his chief, Professor E. E. A. Selig- 
man, to Professor E. W. Kemmerer of Princeton, and to 
Professor B.. M. Anderson, Jr., of Harvard for helpful 
suggestions in drawing up the general plan of the book. 
He is greatly indebted also to his friend and colleague, 
Di. H. Parker Willis, for reading over the proof of the 
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chapters dealing with the Federal Reserve System and for 

helpful suggestions in connection therewith. The author 

himself, however, is entirely responsible for any errors of 

fact or of interpretation that may appear. Lastly, grateful 

reference must also be made to the fact that the Index 

was prepared by the author's friend, Mr. C. F. Kurtz of 

the State University of Iowa. 

Eugene E. Agger. 

Columbia Univehsity, 
Ja/muvry, 1918. 
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INTRODUCTION 

Specialization, we are told, is the order of the day. Modern 
Whereas, in earlier times the individual artisan or crafts- production 

di 9.r 9£ t c I*" 

man carried through from beginning to end the manu- i^ed by 
facture of any given kind of useful thing, today, in most division 
lines, the process is divided into a large number of con- 
stituent parts, each of which becomes the task or trade of 
whole groups of individuals. A suit of clothes may still 
be made from beginning to end by a "custom tailor," but, 
in a modern clothing factory, the manufacture of a coat 
alone is divided among forty or fifty different groups of 
workmen, and each of such groups is known by a special 
designation. Indeed, it is now difficult to find any line of 
production in which such "division of labor" has not 
entered as one of the characteristic features. 

The significant fact about this specialization is that it Division 
involves an increasing dependence of each member of the "j^d^special- 
social group upon the group as a whole. When the indi- ization 
vidual can perform for himself aU the tasks the perform- ™*j"^'/^ . 
ance of which is essential to his happiness and well-being, pendence 
he may rightfully, perhaps, consider himself independent 
of his fellows. But few today can boast of such inde- 
pendence, and, considering the meager possibilities that 
even under the best conditions such an isolated existence 
can afford, there are few who would welcome it. Today 
we supply goods to, or render services for, others, and for 
the satisfaction of our own wants we expect to obtain from 
others, through exchange, the goods or services which we 
consider essential or desirable. Such production is said 
to be for the "market," — a system, namely, where prac- 
tically everyone is a seller of his own goods and services, 
and, at the same time, a buyer within the limits of his 

3 



ORGANIZED BANKING 



This de- 
pendence 
is now 
almost 
world-wide 



It is made 
possible 
by large 
scale pro- 
duction 



income as well as of his needs or desires of the goods and 
services of others. 

The scope of the mutuality of interest and dependence 
arising from the division of labor is itself broadening out 
because of the extension of the market. Before the devel- 
opment of modern means of transportation markets were 
narrowly restricted, and only those people living along the 
sea shore or on the banks of navigable streams could expect 
to obtain goods coming from any considerable distance. 
Hence in the early days most communities were perforce 
self-sufficing, and in such communities variety in consump- 
tion was largely restricted by the narrow possibilities of 
local production. But today in most communities, cer- 
tainly in the large centers, the products of the whole 
world are offered in a variety to suit the taste of the most 
discriminating and fastidious purchasers. Indeed, for most 
imperishable goods the market nowadays is as wide as the 
world itself. 

Production for a widely extended market, however, is 
possible only with production on a large scale. Small- 
scale production obviously offers but slender possibilities 
in the field of marketing. Under large-scale production 
whole communities may give themselves over to the pro- 
duction of a relatively small number of articles, marketing 
them throughout the entire world, and getting from other 
communities the products that are desired but which are 
not locally produced. Thus the collar and shirt makers in 
Troy, N. Y. ; the shoe manufacturers in Brockton, Mass., 
and the furniture workers in Grand Eapids, Mich., have 
to produce large quantities of their several specialties in 
order to sustain, through extensive exchange, the high 
degree of specialization which characterizes their several 
towns. 

As a necessary accompaniment of large-scale production 
is the lengthening of the period of production. Under the 
older and simpler methods of production the artisan would 
take a given quantity of raw material and would work this 
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ap, in a comparatively short period of time, into finished Large scale 
product. But when a given process is divided into a whole ^^°^"es*°" 
series of processes, each of which is in the hands of a the length- 
separate body of workmen, the raw material must pass ^"'"S o* 
from one body to another until in the fullness of time it of produc- 
emerges from the hands of the last as a finished and usable *'"" 
good. Under such division of labor the time involved in 
the transformation of a given amount of raw material 
into finished product is longer than that required under 
the simpler method. 

Of special significance, however, is the lengthening of This is of 
the period of production when social production as a whole X^ifi- 
rather than when particular processes are considered. The cance to 
ultimate aim of all productive effort is the increase of production 
what we call "consumers' goods," namely, goods that will as a whole 
satisfy human wants. These goods may be directly pro- 
duced without the preliminary production of tools, machin- 
ery, etc., with the aid of which more of such consumers' 
goods may be produced in the long run; or they may be 
indirectly produced by first devoting time and energy to 
the production of tools and machinery and then by utiliz- 
ing these implements as aids in the enlarged production 
of the immediately enjoyable consumption goods. In the 
indirect production enjoyable consumption is, of course, 
deferred, but in the end there is made available a larger 
supply of enjoyable goods. All large-scale production is 
today of this "roundabout" character. Large numbers of 
individuals give their whole working time to the produc- 
tion of what we term "capital goods" in contradistinction 
with "consumers' goods." These capital goods will, of 
course, ultimately contribute to human enjoyment through 
the aid that they render in producing consumers' goods, 
but the greater the division of labor and the more such 
capital goods become necessary as aids in producing con- 
sumers' goods, the longer is the period of time that inter- 
venes between the first steps of production and the final 
"ripening," as we say, of consumers' goods. The great 
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justification for the lengthened time involved is, of course, 
the resultant quantitative increase in enjoyment. 

The possibility of the indirect or "roundabout" process 
of production depends upon the existence of what we call 
"capital." Capital for our purposes may be considered 
wealth that has been made available for further produc- 
tion, or perhaps even more generally, wealth which from 
the viewpoint of the ultimate source of its value, has not 
reached the hands of the final consumer. The buildings, 
machines and tools, the raw material in the various stages 
of completion, the finished goods in the warehouse 
of the manufacturer or on the shelves of the wholesaler or 
the retailer — all represent stored-up wealth belonging to 
somebody but temporarily surrendered for further produc- 
tion or better adaptation to final want satisfaction. With- 
out such stores of wealth large-scale production would be 
impossible. Capital implements in the form of stones 
fashioned into hammers, or of sticks into instruments for 
cultivating the soil have, of course, been employed by man- 
kind since the first rude beginnings of industry. But today 
with minute division of labor, with widespread use of 
machinery, with production on such a large scale and so 
"roundabout," so much stored-up wealth is necessary that 
capital has become increasingly important as one of the 
"factors of production." Success for the individual busi- 
ness man along most lines today depends largely upon 
ability to control adequate supplies of this factor, and those 
who are in control of large quantities of their own or some- 
one's else capital are as "capitalists" most powerful per- 
sonages. Indeed, so widespread is the recognition of this 
importance of capital that the whole economic scheme as 
now organized is referred to as the "capitalistic" system. 

The first condition necessary to the creation of capital 
is "abstinence." Wealth can be stored for use in further 
production only in so far as those who have a rightful 
claim to it elect not to consume such wealth immediately, 
but, for some adequate consideration, to devote it to further 
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production. Not all wealth, however, can be used in further 
production. If goods of final consumption be created and 
be not consumed they remain useless and tend to 
deteriorate. Hence, the creation of capital as a rule involves 
more than mere abstinence from consumption. It involves 
as well the creation of "capital goods," of those goods, 
namely, which, like tools, etc., are serviceable in further 
wealth production. 

This is true for the isolated individual and for a highly 
complex economic organization of human society. If an 
isolated Crusoe is to supply himself with a capital equip- 
ment he must devote to the production of the tools, imple- 
ments, etc., which are to constitute such equipment, a part 
of the time that would otherwise be devoted to the pro- 
duction of immediately enjoyable goods or that might, 
perhaps, simply be devoted to pleasurable recreation. 
Exactly the same is true of organized society. Society as 
a whole, like the isolated individual, can get its capital 
equipment only by. abstaining for a season from pleasur- 
able recreation, or from the production of goods destined 
for immediate consumption, and by devoting the time and 
energy so saved to the production of the desired capital 
implements. The nature of the process in society is some- 
what obscured by the fact that the "abstainer" and the 
producer of capital goods are rarely the same persons; 
but through the use Qf "money" or a generally acceptable 
medium of exchange, virtually the same result is attained. 

It is almost trite to say that our present-day economic 
life is based on the use of money. What the individual is 
after in all his economic endeayor today is the control of 
' ' money, ' ' or what is recognized as its equivalent. To make 
money is the goal of the business man and the dream of 
the youth. He who is wealthy is said to possess quantities 
of "money," while, according to the moralist, the love of 
"money" is the root of all evil. But it is obvious that 
money itself is useful only when it is parted with, and 
when other things are obtained for it ; but because it enters 
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directly or indirectly as a medium into almost all exchange 
transactions, and because it conies, therefore, to be em- 
ployed as the general standard or measure of value, we 
come to think of it as standing for all the desirable things 
which its possession permits us to command. Money is 
the representative of all other wealth. The total social 
income is, of course, the totality of enjoyable goods that 
are made available during a given period, but the indi- 
vidual's claim to a share in that social income is allotted 
to him first in terms of money, and, according as his money 
income is great or small, he can command a larger or 
smaller proportion of the social income as a whole. "We 
use money a,lso as a "store of value" and speak of "saving 
money" when we wish to accumulate a fund that we can 
draw upon to meet some future contingency. From begin- 
ning to end the notion of money permeates our economic 
thinking and not without reason, for the prevailing eco- 
nomic system would be impossible without it. 

Today, therefore, "abstinence," which was said to be 
the first step in the creation of capital, is reflected in what 
we call "saving money." The individual who receives a 
money income may elect to "spend" it or to "save" it. 
If he "spends" his entire income he is thought of as using 
it in the purchase of immediately enjoyable goods and 
services which, after they are "consumed" or destroyed, 
leave nothing, perhaps, but pleasant recollections behind 
them. If, however, he elects to save a part of his income 
he may save it in several ways. He may hoard the money 
itself, he may put it into a bank of some kind, he may use 
it to purchase an investment security like a mortgage, 
or a bond, or a certificate of stock, he may lend it to some 
other individual or he may "put it back" into his own 
business, if he has one, in the form of payments for wages, 
for equipment, or for raw material. 

The savings which add to the social capital equipment 
are those which, to use the common term, are "invested." 
Mere hoarding of money by the individual is from the 
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social viewpoint absolutely meaningless, jus'f as for the Savings 
isolated individual mere abstention from consumption un- ™^ggte^ 
accompanied by positive activity devoted to the produc- to benefit 
tion of capital goods adds nothing to capital equipment. ^°"^^y 
Investment in the ordinary sense means to clothe or to 
embody in some form or other. It may be undertaken 
directly by the individual himself, as when he uses the 
saved income in his own business, when he lends it to 
another or when he purchases with it some form of invest- 
nient security or income-earning property; or it may be 
indirectly accomplished as when the individual puts the 
saved income in a bank or similar savings institution. 
In either case the point to be emphasized is that the pur- 
chasing power represented by the saved income is devoted 
to the purchase of goods or services which normally leave 
behind them, after their destruction, a larger sum total of 
enjoyable goods than would have been available without 
their use. The business man, for example, who borrows 
a sum of money on which he agrees to pay interest normally 
uses the sum borrowed to enlarge his plant, to buy more 
machines, or in some other way to add to his equipment, 
and from the use of the enlarged equipment he expects to 
get, by the time the obligation matures, an increased prod- 
uct out of which he can not only pay the interest and 
repay the principal but also obtain for himself a sum 
sufficient to compensate him for his risk and trouble. 
Unless savings were so "productively" employed the pay- 
ment of interest would obviously be impossible. In last 
analysis then, the difference between saving money and 
spending it is not the difference between holding on to it 
and parting with it, nor even the difference between pre- 
serving it from destruction and destroying it, but simply 
the difference between spending it for immediately enjoy- 
able goods and spending it for "indirect" or "capital 
goods." Since spending for capital goods normally 
increases the demand for such goods, as opposed to con- 
sumers' goods, an impetus is given to the creation of capital 
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goods, and the net result of "saving" and "investment" 
is the creation of such goods and a consequent addition to 
the social capital equipment. 

Under the modern division of labor large numbers devote 
their entire time to the production of capital goods. Their 
continuance in business obviously rests on the assumption 
that each year a considerable part of the money returns 
going to individuals will, through the purchase of such 
capital goods in the manner described above, be put back 
into industry to renew, or to add to, the existing social 
capital-equipment. Thus it is that "saving" on the one 
hand and "investment" on the other add to that portion 
of the social wealth which is collectively spoken of as 
social capital. 

As already stated, the ultimate aim of the accumulation 
of capital is the increase of goods that human beings can 
enjoy. This is the aim of all productive effort. Men put 
forth productive effort in order to gratify their wants, and 
it is only the effort which results in increased want satis- 
faction that can be said to be really productive. More- 
over, the "value" attached to the result of such effort is 
intimately connected with the want satisfaction that this 
result will afford. Thus, the value of all capital goods 
arises from the fact that they are expected ultimately to 
make possible a larger supply of consumers' goods. The 
value of a shoe machine, for example, depends in first 
instance upon the value of the shoes that it helps to make, 
and effort is expended in making the machine rather than 
in directly manufacturing the shoes because it is believed 
that in the long run the effort thus indirectly applied will 
yield a greater value in shoes than if equivalent effort were 
to be directly applied to shoe manufacture. Finally, it 
may be said that it is the prospect of sharing in this 
increased production of the future that normally affords 
one of the strongest incentives to those who through 
"saving" make possible the creation of capital goods. 

From what has just been said it will readily be under- 
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stood that the social interest is best subserved by having Social in- 
capital that has been embodied or "invested" in a certain 3^^™ t^'g 
form put to productive use as soon as possible. Society speedy and 

gets the benefit from the capital invested in a railroad only constant 

, , ., . use OT 

when the railroad is operated; or from that in a shoe available 

machine only when the machine is actually being used in capital im- 
the manufacture of shoes. Speaking broadly, idleness of 
capital is almost as bad as lack of capital. But under a 
highly complex division of labor whole groups devote their 
time and energies to the production of capital goods which 
they do not themselves expect to use, but which they hope 
to part with through exchange. More simply, they pro- 
duce capital goods and expect to sell them. In so far as 
the producer of capital goods thus makes them for sale 
rather than for personal use, it must be apparent that 
society gains most when he can seU his product as soon 
as possible after he has completed it, — in other words, 
when there is a rapid transfer of such capital goods from 
the maker to the user. It is capital iii rapid flux that 
speUs prosperity for the community. 

The possibility of selling capital goods depends, how- The sale 
ever, — as was indicated above — ^upon the existence of ^o^fde- 
" savings." That is to say, since people do not sell goods pendsupon 
for nothing, there must exist somewhere the wherewithal gnc^^l ' 
to purchase them. Furthermore, this wherewithal must be available 
available in acceptable form for him who wishes actually ^^™ 
to use the capital goods. But here we are confronted by 
the difficulty that the "savers" and the "users" are not 
necessarily the same persons. Indeed few business men 
today depend entirely on their own savings for their 
capital. Almost all supplement individual savings through 
borrowing. It follows then that in a society characterized 
by a complex division of labor it is a matter of great 
economic importance to provide machinery for putting into 
the hands of possible users of capital the opportunity for 
getting control of such capital as may be available. 

In a community where there is this complex division of 
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labor and where the whole economic life is based on the 
use of money, saved income available for investment 
appears in the form of money funds. Without attempting 
at this point to analyze further the exact nature of such 
loanable funds it may be said that their amount depends 
upon the money value of the wealth that has actually been 
created and that still exists as a part of the community's 
store of possessions. This necessarily follows from the sole 
serviceability of money as a medium of exchange. The 
prospective borrower of capital appears therefore first as 
a borrower of money funds. It is, of course, conceivable 
that a borrower of capital — say a shoe manufacturer — 
should go to the several producers of machines, raw ma- 
terials, etc., and borrow from them the machinery and 
supplies necessary to increase his output. But such a 
method would be intolerably clumsy and time-consuming, 
and would limit to a comparatively narrow field the process 
of borrowing and lending capital. It is much simpler and 
much more expeditious for a borrower to go to a lender 
of money — or of its equivalent, credit — and to borrow from 
him the sum needed to purchase the various capital imple- 
ments required. This is, of course, the practice that ob- 
tains in all advanced communities, and what we broadly 
speak of as the money market is for the most part really 
the "capital" market, the market, namely, where the 
"savers" are brought into contact with the "users" of 
capital. 

To the users of capital we give the name "entre- 
preneurs" or enterprisers. They borrow capital in the 
form of liquid money funds and then devote the sums 
borrowed to some productive use. They buy machinery 
and supplies, hire labor and rent land. They then organize 
these factors in further production of wealth. The prices 
they have to pay for the several factors are normally fixed 
for them by market conditions. The same may be said 
of the prices obtained for the finished product. The risk 
of loss that is necessarily involved in such an arrange- 
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ment must of course be borne by the entrepreneurs, but 
theirs also is any profit that may arise. 

The importance of the control of capital to the entre- Modern in- 
preneur increases as production becomes more roundabout. <i"stry ne- 
More wealth is tied up in plant and equipment and in raw the tying 
material. "Wages must normally be paid before the sale "P ?jf °"i<* 
of finished product brings in any return. Credit is usually 
extended even when the finished products are marketed. 
All these things and others involve the tying up of the 
entrepreneur's resources, and require more and more of 
such resources. Such needs exceed for the most part the 
entrepreneur's capacity to supply them, but even though 
that were not necessarily the case, the needs are normally 
inconstant and intermittent and it would not be economical 
for him to try to supply them entirely himself. With the 
growth and extension of the "roundabout" process, then, 
the tendency is for the entrepreneur to become increas- 
ingly dependent upon others for the control of the capital 
necessary to permit him to begin anew, or to continue, any 
given line of wealth production. 

It is to society's interest also that he obtain this capital. Social in- 
Inability to regain control of capital tied up or surrendered ^gn^d/t^'g 
means for the entrepreneur a restriction of productive speedy re- 
capacity, and consequently for society a limitation of the ^^^^^i°^i^ 
output of wealth. No entrepreneur, who through the con- capital to 
trol of additional capital could make a substantial net addi- p"g^y„^g 
tion to the community's output of wealth ought to be pre- 
vented for any length of time from obtaining such capital. 
If capital is available but is withheld society loses more 
than does the entrepreneur. 

In a money economy, however, obtaining the control of General 
capital is, as was indicated above, a question of obtaining of'banldng 
control of money funds, and the heart of the broad social 
problem of getting the saved capital into the hands of 
active producers with the least possible delay is to be 
found in the gathering together of loanable money resources 
and the distribution to the highest possible social advan- 
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tage of such, resources among producing entrepreneurs. 
And it is just in this connection that we must seek the 
function of a country's banking system. The stimulation 
of saving, the gathering together of the amounts saved, 
the promotion of productive investment and of the rapid 
utilization of the resulting capital implements suggest the 
main outlines of this function. 

The banking function as a part of the process of wealth 
production is, however, a broad one, and a treatise that 
aimed to discuss the subject in all its breadth would have 
to deal adequately with all the different types of banking. 
From the point of view of this treatise three general types 
of banking may be distinguished, namely savings, invest- 
ment, and credit or commercial banking. It is not main- 
tained that rigid lines of demarcation can be drawn 
between the different types, but the differences between 
them are great enough to have won a general recognition 
both in theoretical discussion and in practice. 

It is the function of savings banks to mobilize funds 
temporarily not needed but requiring to be kept in semi- 
liquid form. The typical savings bank depositor is one 
who has a temporary surplus on which he wishes, if pos- 
sible, to earn some return, but which nevertheless he regards 
it as necessary or desirable to preserve in an easily redeem- 
able form. The money in the savings bank is accumulated 
for the Chistmas expenditures, for the new home, or for 
some other such special object, or it is accumulated for the 
general purpose of having a fund available in case some 
unforeseen emergency arises. Under the circumstances, it 
is not necessary for the savings bank depositor to have 
his deposit payable on demand. He is usually in position 
to give some notice of the intention to withdraw all or a 
part of his deposit. 

Owing to this character of the savings-bank deposit a 
high percentage of savings-banks funds are normally not 
drawn upon. In a progressive community, with trusted 
savings banks, current withdrawals are usually more than 
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offset by new deposits. This is so generally the case that 
in ordinary times the banks need not avail themselves of 
the privilege usually accorded to them by law of demand- 
ing preliminary notice of the intention to withdraw funds. 

The character of the savings bank deposit is also of Its deposits 
importance from the viewpoint of the utilization of 
its funds. The savings bank can definitely "invest" 
a large proportion of the funds intrusted to its care. Its 
investments must be made with an eye to the possible and 
probable withdrawals, but safety and security are of 
greater importance in this field than are immediate re- 
deemability. Consequently, even where savings banks are 
carefully regulated by law they are usually permitted to 
invest their funds in such forms as acceptable corporation 
securities and real estate mortgages. 

On the other hand the borrower from the savings bank Its loans 
is one who needs capital for definite investment purposes. 
He is usually a landholder, who wishes to improve his prop- 
erty and who gives as security a mortgage on the property, 
a corporation that supplies security in the form of bonds, 
or an individual who wishes a fairly long-time loan and can 
offer a mortgage or satisfactory bonds or stocks as inde- 
pendent security. At any rate, the funds obtained are 
usually "tied up" for a considerable period of time and 
while the savings bank making the loan may through pos- 
sible sale or transfer get back the funds originally invested, 
this possibility is predicated upon the existence and availa- 
bility of new investment funds. Ultimate liquidation comes, 
in the main, only from the contributions of the investment 
itself. 

Hence the character of the savings bank is that of the 
middleman, but not that of the middleman whose work is 
finished when he has brought principals together. There 
is always the obligation resting on the savings bank of 
repaying the savings intrusted to it at least after due 
notice. It must therefore assume responsibility to the de- 
positor for the manner in which its funds are employed. 



16 



ORGANIZED BANKING 



The invest- 
ment 
banker 



The char- 
acter of 
his business 



The com- 
mercial 
bank 



The investment banker on the other hand is a middle- 
man pure and simple. Those having new enterprises to 
finance come to him for aid. He sttidies the situation and 
decides on what basis the financing can best be done. He 
may make some advances of his own to meet immediate 
needs, but, in the main, he expects to raise the necessary- 
capital by interesting his clients. When the organization 
of the new enterprise is complete and when the issue of 
securities, etc., has been arranged, the effort is made 
directly or indirectly to interest those with funds to invest. 
The banker may appeal to his own clients or he may 
through listing of securities on stock-exchanges endeavor 
to attract the general, investing public. Whatever the 
method of procedure, however, his activities are limited by 
the amounts that he can so gather together. 

The investor himself is one whose main object is to 
increase future income through a profitable investment of 
his savings. While he ordinarily prefers to have his invest- 
ment in a readily saleable form the return of his principal 
in cash is not of primary importance. Certainly the invest- 
ment banker, after once having sold securities to his client, 
or having obtained them for him, accepts no responsibility 
for the return of the sums involved. If the investor wants 
his money back he has to take his chances in the market, 
while the making of the investment in first instance comes 
under the general rule of caveat emptor. 

Hence it may be said that the function of the investment 
banker is to mobilize investment funds, and to assist in 
the apportionment of these funds to productive uses. The 
projects that he takes up, and the recommendations that 
he makes, are, of course, of far-reaching importance to 
economic development, but he is limited in his activities by 
the amount of actual investment funds of which he can 
obtain control. 

The economic function of the commercial or credit bank 
is more fully discussed in a subsequent chapter. It is this 
type of banking with which this book is concerned. Here 
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it may be said that the commercial or credit bank is an 
institution sui generis. It is not merely a middleman, but 
is a highly creative, dynamic agency that goes farther in 
its control of capital than the money actually intrusted to 
it would indicate. On the money actually in its posses- 
sion it builds a structure of credit, and this credit as a_ 
claim to value is even more important than money itself 
in the process of exchange. Without anticipating the 
analysis in the subsequent chapters it may be said that 
the credit extended by the commercial bank takes the form 
of deposits and of notes. In so far as these forms of credit 
serve to obtain control of a part of the community's saved 
wealth, the bank extending the credit virtually controls 
the use of such wealth. As the notes and deposits consti- 
tute liabilities payable on demand, from the depositors' 
and from the noteholders' point of view they represent 
temporary surpluses instantly available in liquid form. 
To preserve the liquid character of its credit the commer- 
cial bank cannot, of course, consent to the utilization of its 
funds for long-time investment purpose. This credit can 
be employed only in short-time productive operations where 
the original investment is quickly followed by sale and 
return of principal. Hence through the creation of credit 
payable on demand the commercial or "credit" bank may 
be said to mobilize and to apply to productive use that 
portion of the wealth of the community which is in a rela- 
tively liquid form, and which must be preserved in that 
form. 

It is the purpose of this book to explain how the com- 
mercial bank carries out this function, and to set forth 
what principles must be borne in mind in the organization 
of such banks into a nation-wide system, if they are to be 
permitted to render the maximum economic service of 
which they are capable. 
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CHAPTER I 
THE BANK'S OPEKATIONS 



The term bank is ordinarily applied to an institution 
which receives deposits of money or of credit and which 
seeks profit through the extension or sale of its own credit. 
It is sometimes said that a bank lends "money," but actual 
money enters only occasionally into the transactions of a 
bank. All bank transactions are, however, expressed in 
terms of money, and if money itself be not employed only 
that which is equally acceptable will suffice as a substitute. 

What is a deposit? "Why," says the depositor, "that 
is an amount of money standing to my credit on the bank's 
ledger and against which I can draw my check." Is it 
a specific sum of money actually stored in the bank's vault? 
Most decidedly not. It is simply an entry that is made 
on the books of the bank in order to indicate that the 
depositor, under whose name the entry is made, has a 
right to demand from the bank a certain sum of money. 
To only a small extent does the depositor actually exer- 
cise his right to demand money. In most cases all his pur- 
poses can be served simply by transferring his right, as a 
whole or in part, by means of a check, to whomsoever he 
desires to make a payment. The result is that the bank 
finds it necessary to hold in actual cash against its deposits 
only a fraction of the total liability represented by the 
sum of all the deposits. The cash so held is called the 
"reserve." The general nature and purpose of the reserve 
will be more fully discussed later on. 

"If a deposit is not cash," it may be asked "what is it?" 
It is simply that elusive something to which we give the 
name "credit." From the viewpoint of the depositor 
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himself the deposit is equivalent to cash because it is a 
right to demand cash from a thoroughly responsible agency. 
From the viewpoint of the bank the deposit is simply a 
liability, an obligation to pay cash, which in all proba- 
bility will not have to be met for some time to come. That 
is to say, in place of the cash itself which the depositor 
has a right to demand he is satisfied with the naked obliga- 
tion of the bank to pay. As long, therefore, as the deposit 
is allowed to stand it represents simply "credit" based on 
the confidence that the bank has been able to inspire in 
the depositor. 

Why, it may be asked, should a person desire to have 
a mere right to demand cash from a bank when he might 
just as freely have the cash itself ? This is another way 
of asking the question: why should a person prefer to 
deposit money in a bank rather than keep it at home? 
There are of course several excellent reasons. In the first 
place a bank deposit is much safer than money in hand 
or at home. The risk of loss, theft or destruction of a 
sum of money in the pocket or stored in a place of uncer- 
tain security at home is normally ever so much greater 
than is the risk of failure to meet its obligations on the 
part of a well established bank. Of course, a good many 
worthy people have a profound distrust of all banks and 
bankers, preferring to sacrifice possible earnings of interest 
and to run the risk involved in hiding the money at home 
rather than to intrust it to the safekeeping of others. 
But while in earlier years this distrust often had ample 
justification, today there is less and less reason for it, 
and it tends- to survive only among the 'Very ignorant. 

In the second place a bank deposit oifers a more con- 
venient method of payment than actual money affords. 
This is especially true where the amounts involved are 
large. It is a relatively simple matter to write out a check 
for a large amount, but the counting out of a large sum 
of cash in coins or in bills is tedious and time-consuming. 
Not only is the writing of a cheek simpler than counting 
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out cash, but the check itself with the payee's indorsement The use- 
is a valid receipt for the sum paid. Ordinary receipts may *^'"P^ °* 
be lost in the mails or otherwise destroyed, or they may 
even be fraudulently withheld, but a bank will not pay 
a check until it is properly indorsed, and after paying 
it the bank itself safeguards it and delivers it only to the 
depositor or to his known representative. So thoroughly 
satisfactory is a canceled check as a receipt that some 
large firms neither give nor ask for receipts when cheeks 
are used as the medium of pajrment. Furthermore, it may 
be pointed out that the entries of receipts and payments 
on the books of the bank often constitute a valuable 
secondary record, the accuracy of which is, in most cases, 
little short of absolute. Indeed, considering only the mat- 
ter of payments to be made, it would be difficult to imagine 
what the modern business man would do without his bank 
account and his check book. It is only in the field of retail 
trade that cash payments enter to any noteworthy degree, 
and even here the greater safety and convenience involved 
in the use of the check as against cash is telling always 
more heavily in favor of the check. 

Bank deposits, against which checks are drawn, may Bank de- 
be obtained in several ways. The prospective depositor posits may 
,.,,-, , . , be obtained 

may deposit actual cash, namely, coin or currency ; he may jn several 

deposit checks and drafts^ drawn on his own bank or on ways 
other banks or individuals; or he may get his deposit by 
getting the bank to "discount" notes or bills for him or 
to "lend" to him with or without the deposit of collateral 
security of some kind. These several methods of obtain- 
ing deposits may now be considered more fully. 

The deposit of cash in a bank is really a sale for cash with cash 
by the bank to the depositor of a right to demand an 
equivalent sum. It was pointed out above what, from the 
viewpoint of the depositor, a deposit in the bank really 
constitutes, namely a naked right to demand. It was also 
pointed out that, from the bank's point of view, a deposit 
* The term " draft " is used broadly. 
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constitutes a liability. Hence when the depositor surrend- 
ers cash to the bank he is really simply buying a right to 
demand, an equivalent sum and is paying cash for it. This, 
authorities agree, is the exact situation legally. When once 
the cash has been paid over to the "receiving teller," and 
proper entries have been made, it becomes the absolute 
property of the bank. The depositor may, of course, 
demand an exactly equivalent sum, but he cannot demand 
to have returned to him the identical coins and bills that 
he originally surrendered.^ 

The question naturally suggests itself, why should a bank, 
care to exchange for cash a right to demand an exactly 
equivalent sum ? The answer to this question can be more 
satisfactorily discussed somewhat later. Here it will suffice 
to say that there is no profit to the bank in the mere 
receiving of cash deposits. 

The deposit of checks and drafts is really an exchange 
of credit. The check when legally drawp^ on a given bank 
is a valid order on the bank to pay the sum specified to 
the person named on the face, or to his order. The payee 
simply by writing his name in the proper place across the 
back of the check may transfer it to someone else, and title 
may thus continue to pass from one to another by the 
process of indorsement. Thus a mere order to pay money 
which constitutes in the hands of the legal owner a right 
to demand the sum specified may serve the purpose of 
money itself. About the same may be said of the draft, 
whether drawn on a bank or on an individual. When, 
therefore, a check or draft is transferred by indorsement 
to a bank, and is then deposited in such bank, it is equiva- 

" The story is told that some of the bankers in Germany kept a 
careful record of the actual coins deposited by their peasant clients 
and saw to it that exactly the same denominations were returned. 
This was done because the peasants nourished the fond delusion that 
the banker simply locked away in his strong safe the moneybags 
that they brought to him, and that the bags were subsequently 
returned to them intact. They would not have intrusted their money 
to bankers had they believed otherwise. It was obviously to the 
banker's interest to preserve this delusion. 
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lent, if the instrument is good, to a cash deposit. The only- 
difference is that the depositor can immediately draw his 
check against a deposit of cash, whereas, ordinarily, the 
bank will not honor a check drawn against other checks 
and drafts until they are collected. But in essence the The process 
transaction represents an exchange by the depositor of an °"^ "^ 
embodied right to demand money from an individual or of rights 
from a bank for an unembodied right to demand from his 
own bank an equivalent amount, less possible collection 
charges. Since actual money does not pass at all in the 
transaction, and since only "rights to demand" are 
involved, it is apparent that the transaction throughout 
is purely one of credit. 

Examining the process still more closely we can con- Between 
sider each case separately. Suppose that a depositor A in depositors 
bank No. 1 draws his check in favor of B, who is also a bank 
depositor ia bank No. 1. We already understand that A 
by drawing his check simply embodies the whole or a part 
of his right to demand money from bank No. 1 and trans-« 
fers to B the proportion so embodied. In the great major- 
ity of cases, B does not exercise his newly acquired right 
to demand cash, but he takes A's check and "deposits" it. 
That means simply that he indorses it and surrenders his 
claim against the bank to the bank itself. The bank then 
cancels on its books to the amount of the check so deposited 
A's further right to demand, and at the same time it makes 
an equivalent credit entry in B 's favor, increasing thereby 
his right to demand exactly to the extent that A's was 
curtailed. That is to say, the transaction between A and 
B was settled, without the use of actual money, through 
two simple book entries. 

Somewhat more complicated in method but analogous Between 
in principle is the ease where A and B are not depositors ^^P?^*"""* 
in the same bank. B, let us assume, is a depositor in bank ent banks 
No. 2. A's check representing an embodiment of some 
proportion of his right to demand money from bank No. 1, 
is now deposited by B, in whose favor it is drawn, in bank 
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No. 2. In this ease B, by indorsing the check and by sur- 
rendering it to bank No. 2, transfers to his own bank the 
right to demand money from A's bank, namely bank No. 1. 
Bank No. 2 credits B's account with the sum so deposited, 
and then presents the check for payment to Bank No. 1, 
which pays the check and which then debits A's account, 
that is to say, curtails to the extent of the check his further 
right to demand. In paying the cheek, Bank No. 1 may 
employ cash, but in most cases, through the clearing house 
system, these payments are balanced against similar collec- 
tions that are to be made, and differences alone are settled 
in terms of cash. The transaction here then involved sim- 
ply a transfer by A to B of a right to demand from Bank 
No. 1 and a retransfer of this right by B to his own bank, 
which gives in exchange an equivalent right to demand 
from itself. 

Still more complicated would be the process involved in 
the acceptance as a deposit subject to collection by a bank 
of a note, draft, etc., against third parties, who pay the 
claim by means of a check on some other bank. But it is 
not necessary to consider all the possibilities in detail. 
In principle they are alike even though in practice they 
may be both complex and elusive. 

Lastly, we have to consider deposits growing out of dis- 
counts and loans. Here too we have virtually an exchange 
of credit. 

Discounting in general involves the present evaluation 
of (and the possible provision for) some future contin- 
gency. When we are "making allowance" for a prospec- 
tive situation in any field of human interest we are said 
to be discounting this situation. The future contingency 
that a banker evaluates is a right to collect money. The 
promissory note may be taken as an example. A promises 
to pay B a specified sum of money at some future time — 
say three months — and embodies that promise in a written 
note. This promissory note is a "credit instrument" that 
at the time of execution has a definite and calculable value. 
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The value of the note at the time of execution is not, of 
course, the same as its value at maturity. Three things 
tend to create a difference, namely, rate of discount, the 
time that must elapse before maturity, and the uncertainty 
concerning A's ability and willingness to pay. Time, rate 
and risk are elements that must be taken into account in 
the evaluation of all kinds of credit instruments. 

The longer the time that a given credit instrument has The impor- 
to run the less does its present value tend to be. In the [?^^^. °^ 
case of the promissory-note exchange assumed above, had element 
A paid B cash instead of asking him to accept a note, B *°^ °* ^^^ 
could have put the money out at interest in some form, 
so that at the expiration of the three months he would 
presumably have had the principal plus the interest. The 
same opportunity to add to the principal would be open 
to anyone having the given sum. Hence, apart from risk, 
nobody would give B the face value of the note until the 
date of maturity. The most that B could expect to get 
would be such a sum, which when put at interest at the 
current rate, would, at the date of maturity of the note, 
yield the amount promised on its face. This sum, which 
is spoken of as the present value of the note, tends to 
increase as the period of maturity shortens, and as the 
interest rate declines. 

But risk, too, must be taken into account. Apart from Theimpor- 
having to wait for the promised sum there is the inevitable *?^^ °^ 
possibility that the promise itself may not be kept. The 
degree of this possibility naturally varies from promisor 
to promisor, but it exists to some extent in practically 
every credit instrument. Government bonds are perhaps 
least affected by it. But in general it may be said that the 
greater this risk of nonpayment at maturity, the less is 
the present value of the credit instrument. 

Allowance for both time and risk in the valuation of Both 
credit instruments is ordinarily made only in connection rj^^are 
with the "rate" at which such instruments are said to be reflected 
"discounted." When the banker "discounts" a credit i^i derate 
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instrument of any kind he is simply buying it, paying as 
a price approximately its "present value," determined, as 
was described above, by the prevailing interest rate, the 
time involved and the risk assumed. Thus he may dis- 
count Al paper or "prime bills"— namely, commercial 
credit instruments in satisfactory sums and maturities, — 
issued or indorsed by tried and trusted business firms, at a 
comparatively low rate. Other borrowers, offering paper 
of the same denomination and maturity, but enjoying less 
exalted credit, will have to "pay a higher rate" — that is, 
will receive a smaller sum in exchange for their paper. 
The banker who is the normal purchaser of such paper, in 
making allowance for risk, simply adds something to the 
interest that he demands. Thus A, whose credit is good, 
may discount at 5^ paper bearing his indorsement, while 
B pays 6^ and others 7^, or even 8^. The margin beyond 
current interest is a charge for the risk. 
The nature The "loan" differs somewhat from the "discount." In 
discounting any form of commercial paper the banker 
really buys an independently existing and embodied right 
to demand a certain sum of money. The process involves 
the deduction of the interest in advance and this may be 
said to be its characteristic feature. Moreover, the field 
of discounting is narrowly restricted. It covers only rights 
to demand of comparatively short maturities growing pre- 
sumably out of previous transfers of actual wealth. Dis- 
counts are not adapted to long-time, fixed in^^estments. 
They are normally serviceable only where capital circu- 
lates rapidly. Loans, on the other hand, may be used 
for any purpose and may run for any period of time. 
They normally involve, not the purchase of a future claim 
at a lower present price, but simply the repayment at a 
specified time by the borrower of a sum equivalent to that 
received from the lender, with the payment of interest at 
the agreed rate at specified intervals in the meantime. 
Ordinarily also the loan is specially secured with valuable 
property of some kind turned over to the lender as eol- 



of loans 
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lateral. While security may be required for discounts 

none is ordinarily demanded beyond the claim that the 

indorsements on the credit instrument themselves give 

against all the legally attachable property of the indorsers. 

Security is usually more necessary in the loan than in the Security 

discount, because the loan is extended to a given indi- i™!""'*^"* 
' ° in loans 

vidual, group, or firm to whom alone the obligation to repay 
is confined ; but in the case of notes, bills of exchange, etc., 
ofEered for discount, through the addition of one or more 
"names" or indorsements the obligation to pay is more 
broadly extended and the risk assumed by the purchaser 
is correspondingly lessened. In like manner the founda- 
tion of a discount is more secure than that of a loan because 
the discount normally grows out of a transfer of wealth 
representing a completed transaction on an established 
basis of value, whereas a loan is less definitely connected 
with given transactions and tends to be, therefore, some- 
what more speculative. Lastly, it may be mentioned that 
largely as a result of the differences already referred to 
the discount is much more liquid than the loan. The dis- 
counted instrument can be rapidly passed from hand to 
hand. Loans can ordinarily be transferred from one 
lender to another lender only with considerable difficulty, 
and usually only as a result of the intervention of the 
borrower himself. 

Deposits then may be obtained through discounts and obtaining 
loans as well as through the payment of cash or of imme- deposits 
diate rights to demand cash from others. But in the dis- counts and 
count and loan we are dealing simply with rights to demand 1°^"* 
cash in the future. The deposit, which, as was shown, is credit 
simply a present right to demand cash from the bank, is transaction 
exchanged for a future right to demand cash from the 
borrower, whoever he be. The transaction, in other words, 
is purely a credit transaction, namely, one of an exchange 
of rights. The essential difference of time, however, gives 
rise also to a difference in the present value of the two 
kinds of rights, and it is in the purchase, at the present 
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valuation, of future rights to demand from others in ex- 
change for present rights to demand from itself that, in 
the main, the bank finds its source of profit. 

Although, as was stated above, a bank finds no profit in 
the mere acceptance of cash, cheeks, etc., for deposit, every 
bank is, nevertheless, extremely desirous of getting the 
greatest possible amount of such deposits. The reason is, 
as will now be shown, that these greatly increase the bank's 
"lending" power, or its power profitably to sell present 
rights to demand for future rights to demand. 

The bank learns by experience that depositors will exer- 
cise from day to day only a fraction of their rights to 
demand represented by their deposits. Those who deposit 
cash itself certainly do not immediately want cash, for if 
they did the task of making the deposit would constitute 
a useless expenditure of energy. Depositors of cash may 
want some money in hand from day to day, but in this 
case they are confident that it can be obtained, and hence 
they call for it only in so far as an actual need is felt. 
All the cash that the bank has to keep on hand for this 
purpose is, therefore, the proportion of ihe cash deposits 
that is likely to be withdrawn from day to day. Such 
cash constitutes the "reserve" held against deposit liabili- 
ties based on cash itself. The remainder of the cash can 
then be used as a basis for discounting or for lending 
purposes. 

It is important at this point to note that the great 
majority of those who have paper discounted or who bor- 
row from the bank do not want actual cash. They, like 
the depositor of cash, may experience an occasional need for 
money in hand, but normally they want simply a deposit 
on the books of the bank, which deposit gives them a right 
to demand cash should they need it, and which they can 
split up and transfer as a whole or in part, by means of 
checks, to whomsoever they may have payments to make. 
This is of tremendous importance to the bank because it 
requires the bank to hold in actual cash as a reserve only 
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a fraction of the total obligations represented by the addi- 
tional deposit liabilities growing out of loans and discounts. 
A given addition to the available cash reserve will, there- 
fore, permit a much wider extension of deposit liabilities 
than the sum represented by the cash itself. Just how 
wide this extension may safely go is a matter that experi- 
ence alone can determine, and its determination consti- 
tutes one of the most important problems that the practical 
banker has to solve. 

To a given bank the depositing of checks drawn on or of 
"notes" issued by other banks is almost as satisfactory as 
the depositing of cash. These checks and notes confer on 
the lawful holder, as was seen above, the right to demand 
cash. When they are surrendered to a bank as a deposit 
the bank may exercise this right or it may simply use the 
right as an offset to similar claims against itself which, 
as deposits, may have come into the possession of such 
other banks. In both cases the net result is the same. Had 
the banb elected to demand the cash it would have had to 
meet with cash the claims presented by other banks. The 
gain of cash on the one hand would have been offset by 
the loss of cash on the other. It greatly simplifies matters 
directly to offset the respective claims as far as that is 
possible. Where the notes of one bank may be used by 
other banks as a part of their lawful reserve, as is the 
case with the notes of the large central banks of Europe, 
the notes, as long as they are good, have, to the banks 
receiving them, all the advantages of cash itself. In gen- 
eral, then, it may be said that where there are adequate 
collection or "clearing" facilities checks and bank notes 
are for the practical purpose of obtaining deposits equiva- 
lent to cash itself. 

The "clearing system," which involves the mutual can- 
cellation of claims by banks and the payment in cash of 
differences only, strengthens greatly the bank's lending 
power. In almost every community in the United States 
where there are more than two or three banks one can find 
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a "clearing house." ^ A "clearing house" is ordinarily 
a place where the representatives of the associated banks 
gather from day to day to present to each other the checks 
and other items which, under the rules of the association, 
may be presented for collection through the clearing house. 
Bach bank is ordinarily represented by two clerks. The 
duty of one is to receive and to record the claims presented 
for payment by all the other banks. The duty of the other 
is to present in regular order the claims of his bank against 
all the other banks. The amounts are fully reported to an 
officer of the clearing house who makes the proper entry 
on the day's clearing sheet and who then calculates for 
each bank its debit or credit balance as the case may be. 
It is this balance alone which is paid in cash. On the 
New York Clearing House, where the exchanges run from 
$300,000,000 to $1,000,000,000 per day, the average per- 
centage of cash required to pay the balances is barely five. 
This obviously permits a large economy in the use of cash. 
If a bank had to keep on hand each day enough, cash to 
meet all the checks that are presented to it for payment 
its cash reserve would needs be much larger than it is under 
the clearing system. But since under the checking and 
clearing system a bank can count on receiving as deposits 
from its own depositors checks on other banks aggregating 
an amount approximately equal to the amount withdrawn 
by check from day to day, and since in the clearings the 
amounts withdrawn may be balanced against the amounts 
paid in, it is only for the possible debit balance at the 
clearing house that cash provision has to be made. The 
gain to the bank in lending power is apparent. 

Every addition to the lending power of the bank means 
not only the possibility of serving the community more 
broadly but also the possibility of a larger profit for the 
bank itself. The general relation of banks to the commun- 



' These have been faithfully studied and their methods described 
by Mr. James G. Cannon, and in this place nothing will be said 
about them beyond what is necessary to explain their function. 
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ity will be more fully discussed in a subsequent chapter, 
but here a further word or two may be said about the 
increase of loanable resources from the bank's point of 
view. 

A depositor of cash or of rights to demand cash, which 
in practice are as good as cash itself, does not, as was 
stated above, want cash itself, nor does he normally with- 
draw his whole deposit by means of cheeks. He main- 
tains pretty constantly a "balance" which naturally varies 
from time to time, but which in most cases is not allowed 
to drop below a given minimum. The same thing is true 
of him who obtains his deposit as a result of a loan or 
discount. Indeed, in the case of most business men, who 
have paper discounted or who make loans, and who have 
occasion to make cash and similar deposits as well, no 
distinction arising from the source of the deposits is ever 
made or thought of. Cash and checks are deposited and 
notes and bills are discounted as a matter of daily routine. 
The negotiation of a loan may suggest more than the 
ordinary need for funds but even here in some lines of 
business, as in stock brokerage, borrowing is the normal 
means of getting the customary funds. Hence, irrespec- 
tive of the source of the deposits, it may safely be assumed 
that practically all depositors will keep, as a condition of 
maintaining the account, a minimum balance greater or 
less, according to the possible and usual requirements of 
the bank itself, and also according to the scope and mag- 
nitude of the transactions effected by the depositors through 
their accounts. 

The maintenance of such balances is an assurance to the 
bank that the rights to demand cash represented by the 
deposits will not only not be directly exercised by the 
depositor, but also that they will not be transferred by 
means of checks to others. This double assurance is im- 
portant to the bank because it means that on the one hand 
there will not be, within the limits of the balances, a direct 
withdrawal of cash, and that, on the other, within the same 
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limits, there will be no debit balance at the clearing house. 
Since the bank uses its cash reserve simply to meet direct 
demands for cash and to settle clearing house debit bal- 
ances the minimum balances maintained by depositors rep- 
resent only dormant liabilities against which no active 
preparations have to be made. 
Example of The significance of these matters to a bank's profit 
influence account can be forcefully illustrated by assuming a hypo- 

on D^nk s t • n 

profits thetical case. Suppose that a bank has cash deposits of 

$200,000, and suppose further that in the absence of any 
legal restriction, the bank learns by experience that because 
of the general use of checks as currency in its community 
and because of the maintenance of comfortable balances by 
the depositors, a cash reserve of 10^ is adequate to meet 
direct demands for cash as well as possible debit balances 
at the clearing house. Twenty thousand dollars would 
then suffice to meet the cash demands of, and the clearing 
house requirements arising from the checks drawn by, 
the depositors of the cash. One hundred and eighty 
thousand dollars would then be released to the bank for 
other purposes. If now borrowers from the bank have 
about the same relative cash needs as the depositors of 
cash, and if they maintain an approximately equivalent 
average balance, the whole of this $180,000 may 
be used as a 10^ reserve for the deposit liabilities that 
the bank may safely add to those assumed when the cash 
itself was deposited. In other words, instead of earning 
interest on only $180,000 the bank may earn interest on 
just ten times that amount, namely, $1,800,000. On the 
basis of a 4^ rate this would mean an annual income of 
$7,200 if the bank's lending power were limited to the 
actual cash held above the reserve required for cash de- 
positors; but when this cash may itself be used as a 10^ 
reserve against further deposits extended to the public 
the annual income at the same rate leaps to $72,000. 
This is to say, on a 10^ reserve basis every dollar 
in cash means an increase of $9 in the bank's lending 
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power. That explains why the bank can afford to main- 
tain an expensive establishment, to supply stationery and 
to undertake free of charge the collection of checks, coupons, 
etc., for its depositors. In the banking business nothing 
succeeds like deposits. 

In the discussion preceding there has prevailed the tacit Bank notes 
assumption that a bank dispenses its credit, namely, its 
obligations to pay cash on demand, only in the form of 
deposits, while only incidental reference has been made to 
bank notes. As a matter of fact, however, where unre- 
stricted by legal enactment, the extension of credit by the 
bank may be in the form of its own notes. But in most 
countries the issue of notes is subject to rigid regula- 
tion, and so important from many points of view is the 
question • of deposits versus notes that the whole of the 
next chapter is devoted to it. Here the effort will be made 
simply to point out the similarity between these two forms 
of bank credit. 

A bank note is the duly executed promise of the bank Definition 
to pay the holder on demand a specified sum of money. 
Bank notes are issued usually in convenient denominations 
so that they can circulate freely from hand to hand as a 
substitute for the monetary units in which, according to 
the promise on their face, they are redeemable. The indi- 
vidual who acquires possession of a bank note has there- 
fore by virtue of his possession a right to demand money 
from the bank. But this, we saw, is exactly the right con- Likeness 
f erred on the depositor by virtue of his "deposit." What ^etween 
then is the difference between the two rights ? The differ- and notes 
enee is only one of form, and of scope of usefulness. The 
deposit is an unembodied right to demand money which 
circulates as a substitute for money in the form of a cheek 
requiring indorsement as it passes from hand to hand. The 
bank note is an embodied right to demand made out to 
bearer and hence does not require indorsement as it passes 
from one holder to another. But from the bank's point of 
view both of these forms of credit are "demand liabili- ' 
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ties," i.e., liabilities which have to be paid on demand, and 
the necessity for keeping itself always in condition to meet 
"demand liabilities" as they are presented is just as strong 
in the one case as in the other. Other things being equal 
then, and assuming the absence of any speciaL restriction, 
the credit that the bank extends will take one or the other 
of the two forms, or both, in such proportions as, in its 
broad relations with its clients, the opportunities for profit 
to the bank seem to dictate. 

Bank credit in the shape of notes, unlike deposits, is 
practically never purchased for cash. An individual who 
possesses cash in the shape of greenbacks or gold certifi- 
cates, for example, would have no inducement to take such 
currency to the bank merely for the sake of getting bank 
notes. The bank notes are no safer and no more convenient 
than are the gold certificates and the greenbacks. There 
may, of course, be an incentive to get a bill changed, or 
perhaps to get rid of heavy coins in exchange for the more 
convenient paper bills, but such incentives do not imply 
a demand for bank notes as such. Government bills would 
ordinarily be equally satisfactory. Hence the bank rarely 
gets an opportunity to make a direct exchange of its notes 
for cash. 

It is often possible, however, for an issuing bank to sub- 
stitute its credit in the form of notes for its credit in the 
form of deposits. A depositor, for example, transfers by 
means of a check the whole or a part of his right to demand 
cash from his bank. The payee may prefer to have cur- 
rency, but the nature of the currency in which payment 
is made is a matter of indifference to him as long as it is 
generally acceptable. In cashing the check the bank may 
therefore simply pay out its own notes, and if that be 
done the bank's liabilities are not altered in the slightest 
degree. There is simply a change in the form of such 
liabilities, the disembodied right to demand represented 
by the "deposit" having become the embodied right to 
demand represented by the "notes," As long as the notes 
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remain in circulation they are almost in all respects like 

the unused balances of depositors. 

Somewhat different in nature is the "cashing" with its Cashing of 

own notes by a bank of a check drawn on another bank, banknotes'* 

This is in essence a substitution by the issuing bank of simply an 

its own credit, in the form of notes, for the credit in the exchange 
. of rights 

form of a deposit of the bank on which the check is drawn. 

From the viewpoint of the individual who cashed the check 

the process involves simply the exchange of a demand 

obligation in one form against a given bank for a demand 

obligation in a different form against another bank. 

For the most part, however, an issuing bank gets its Discounts 
notes into circulation as a result of discounting or lending, gouj^'^^f 
although the same thing must be said of the bank's credit issue 
in the form of deposits. Before the rapid development of 
deposit banking bank notes were by far the most important 
form of bank credit. This is still true of Germany and 
France, although it is tending to become less so. But 
today, especially in England and in the United States, the 
use of checks has grown to such enormous proportions that 
most people desiring bank accommodations wish simply a 
checking account and do not desire cash or currency. 
Where, however, note issue is of importance, "loans and 
discounts," which in banks of deposit are responsible for 
the greater part of the deposits, are similarly responsible 
in banks of issue for most of the outstanding notes.* 

Lastly, it may be pointed out that just as there is no Notes and 
difference in the nature of the liability represented by the gg^reTated 
bank note as contrasted with the deposit, so there is no sources of 
difference from the point of view of production of income. P™^* *° 
The profit that the bank earns is simply a question of the 
rate charged for loans and for discounts. At a given rate 
the return is the same whether a given amount of credit 
be extended in the form of a deposit or in that of an issue 
of notes. Practically the only cause of a possible prefer- 
ence by the bank for one form to another is to be found 
in connection with the relative duration of life of the two 
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forms of credit — but this point is more properly discussed 
in a later chapter. 



SELECTED REFERENCES 

H. G. Brown, International Trade and Exchange (1914), Chap- 
ter II. 

Charles F. Dunbae, Chapters on the Theory and History of 
Banking (1906), Chapter I. 

H. G. MouLTON, Principles of Money and Banking (1916), Part 
II, Section IV. 

C. A. Phillips, Readings in Money and Banking (1916), Chap- 
ter IX. 

Report of Monetary Commission of Indianapolis Convention 
(1898), Part II, Sections 78-83 inclusive. 

W. A. Scott, Money and Banking (1910), Chapter VII. 

Hartley Withers, The Meaning of Money (1909), Chapter V. 



CHAPTER II 
DEPOSITS VERSUS NOTES 

In the previous chapter it was indicated that bank de- 
posits and bank notes, the two main forms of bank credit, 
are from the bank's point of view substantially similar. 
Both are "demand obligations," — that is, liabilities of the 
bank payable in cash on demand, the difference between 
them being only one of form. 

The deposit is a naked right either to demand or to The deposit 
order payment of a given sum of lawful money. To be '^•"u^f^ 
made effective the deposit must be embodied in some form demand 
by the depositor himself. The only tangible evidence of 
this right to demand that the depositor holds is, in the 
case of the ordinary deposit, in the form of an entry in 
his "pass" book. This may be supplemented by canceled 
checks, etc., but so absolutely essential to the success of 
the bank is the confidence of its depositors and of its note 
holders that, irrespective of the moral character of its 
managers or of the inability of the depositors to present 
legal evidence attesting every element involved in their 
deposits, it would be suicidal for a bank to tamper in the 
slightest degree with a depositor's account. 

The instrument by means of which the deposit is made The check 
serviceable is the cheek. Through the check the depositor Qj^^y'^„ 
may transfer to another any proportion of his right to the bank 
demand money from the bank. Where the check has been *° P^y 
legalized, checks properly inscribed must be honored by the 
bank on which they are drawn. This does not necessarily 
imply that the payee can always demand cash. Provision 
is made in some countries for the drawing of checks pay- 
able, at the option of the depositor, only through the clear- 
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ing house or by depositing. Thus, in England there is the 
system of "crossed checks" under which a cheek having 
two lines drawn across the face must be deposited and 
cannot be cashed/ In Germany a system of pink and white 
checks is used, cash never being paid on a white cheek. 
During the panic of 1907 some New York banks issued to 
depositors checks which bore the inscription "payable only 
through the New York Clearing House." Cash was not 
paid on such checks. This inability directly to demand 
cash does not, however, constitute a hardship to the payee 
because the acceptance of the check in payment of his claim 
against the depositor, is in first instance purely optional. 
In the case of the New York banks after the panic it was 
the banks themselves that refused to pay cash, but in this 
case refusal to pay was equivalent to suspension. Under 
the "crossed check" and pink and white check systems it 
is the depositor who orders the bank not to pay the cash ^ 
and the motive in so ordering is self-protection. The bank 
itself must always be ready to pay cash. Its refusal to do 
so spells bankruptcy. 

Bank notes, as contrasted with checks, are, as has been 
seen, definitely embodied promises of the bank to pay. 
Their form, denomination, etc., are determined, within pos- 
sible legal limits, by the bank itself. As they are usually 
issued in convenient denominations they enter readily into 
circulation as substitutes for the money issued by the gov- 
ernment, although they represent in themselves simply 
promises to pay such money. Their acqeptability grows 
out of the fact that it is generally believed that should the 
noteholder elect to present his note for redemption the 
bank can and will fulfill the promise represented by the 
note. Originally the issue of notes was a common-law 
right, the theory being that individuals would accept them 
only if they were good. Experience, however, early taught 



' In practice crossed checks are not infrequently cashed by the 
banks for their customers. 

' Usder the crossed check system it may even be the payee himself. 
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the necessity for putting safeguards and restrictions around 

note issue, and today in most countries the whole matter 

is carefully regulated by law. The reasons for this will be 

set forth shortly. Here it will suffice to say that within 

the limits prescribed by law the bank notes may pass freely Bank notes 

from hand to hand. In the hands of each successive holder g^^^ ^u^^^J 

from hand 

they constitute rights to demand lawful money, and, m to hand 
the absence of special protective legislation, the failure on 
the part of the bank to pay money when the notes are pre- 
sented for redemption, constitutes a confession of bank- 
ruptcy, exactly as in the case of a failure to meet the law- 
fully presented demand of the depositor. 

Recognizing the essential similarity of notes and de- 
posits as demand liabilities from the bank's point of view, 
the question naturally suggests itself, what are the cir- 
cumstances that determine which of the two forms the 
bank's credit shall take? Or, assuming that this credit Deposits 
takes both forms, what shall be the proportion of each? a^id notes 
The answering of this question must be reserved, however, point of 

for a later chapter. A satisfactory answer can be given 7'^^°^. 
. . , , IP, 1 • the public 

only after an examination has been made oi the relative 

possibilities and limitations of bank checks, by means of 
which the deposits are made serviceable, and of bank notes 
in their respective capacities as media of exchange. In 
other words, we have to consider the two kinds of instru- 
ments from the viewpoint of the general public as well as 
from that of the bank. 

The check, as already stated, is an order on the bank Bank 
drawn by the depositor. The check itself, however, bears checks 
no evidence that the depositor enjoys any right to formu- The limi- 
late such an order. Of course, there are usually stringent J?^*'°"^ °^ 
enactments against drawing worthless checks, but, as every- 
body knows, these laws act simply as deterrents and not as Uncertainty 

3lS to 3,C— 

absolute preventives of fraud. Furthermore, the check counter 
bears no evidence of the amount of the depositor's balance, balance 
There may be no question about the existence of the de- 
positor's account but there may easily be uncertainty as 
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to the adequacy of his balance. A check overdrawing the 
depositor's account is little better from the payee's view- 
point than one drawn against a nonexistent account. It is 
obvious, therefore, that the acceptance of a check in ex- 
change for goods or for services involves a considerable 
confidence in the integrity of its maker. Such confidence 
in most cases is necessarily limited to the depositor's imme- 
diate circle of friends and business associates. Within 
that circle his cheeks may be "as good as gold" but beyond 
it they tend rapidly to lose acceptability as a means of 
payment. Owing to this restriction of the scope of their 
acceptability checks are usually referred to as instruments 
of "limited acceptability." 

The confidence that underlies the acceptability of the 
cheek as a means of payment is really twofold. There is 
first the confidence in the maker's integrity and solvency. 
This has already been referred to. There is next the con- 
fidence in the bank on which the check is drawn. After 
all, the cheek represents merely the transfer by the deposi- 
tor of the right to demand money, while the important 
thing to the payee is the ability to obtain money should he 
really need or want it. Hence, the payee must have faith 
in the maker of the check, and also a more fundamental 
faith in the immediate willingness and ability of the bank 
on which it is drawn to pay the sum called for should the 
check be presented. Such faith must also characterize the 
depositor if he is to maintain rather than draw down his 
deposit. 

One of the important elements in the preservation of 
this confidence is the cash reserve maintained by the bank. 
The right to demand cash is satisfactory as a substitute 
for cash itself only in so far as it is instantly redeemable. 
Individuals may recognize and understand that a bank has 
outstanding against it more rights to demand cash than the 
sum-total of cash available for redeeming the rights, and 
each one may know that not all possessing such rights will 
at any given moment exercise them, yet each one believes 
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that should he himself actually want cash the required 
sum would be instantly forthcoming. Such a belief is 
possible only when there is general assurance that an ade- 
quate sum of cash is kept constantly on hand, and while 
this cash may thus seem to be lying useless and inactive, 
as a matter of fact it is doing, through the credit instru- 
ments based on it, a highly intensified work. 

The circumstances determining the adequacy of a given Many cir- 

eash reserve against deposit liabilities are numerous and ?"™stan<:es 

. influence 

complex. Most of them also are subject to variation, and reserve re- 
long experience is necessary to gauge them accurately, quirements 
What is a perfectly safe and adequate reserve today may 
be quite insuflBeient and disquieting tomorrow. In gen- 
eral it may be said that the amount of reserves required 
by a bank depends upon the habits and business conditions 
of the community in which the bank is operating, and more 
particularly upon the kind of clients that it has and the 
nature of their several businesses. Thus in a manufac- 
turing and commercial community where exchanges are 
numerous and rapid it might be necessary, other things 
being equal, to maintain a relatively larger reserve than 
would be required in an agricultural community where 
exchange transactions are much less frequent. On the 
other hand, as in the crop-moving season in the country, 
it may be necessary to maintain a larger reserve at one 
time than at another. Again, where the use of checks is 
widespread and where the banks need anticipate only a 
relatively small demand for hand-to-hand currency, smaller 
reserves are required than would be the case if the us-s 
of hand-to-hand money predominated. Finally, without 
attempting to do more than to suggest a few of the more 
important influences, it may be said that where a bank 
has relatively few but large depositors it is apt to need 
a larger reserve than a bank with numerous small accounts, 
because the more numerous a bank's clients the less like- 
lihood is there of any general movement in the deposits, 
and the greater are the chances of an approximate bal- 
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ancing of income and outgo. Considering only the few 
influences' that have been referred to, it will be readily 
agreed that the calculation of a proper reserve is a delicate 
as well as an important task. 

A circumstance that adds materially to the difficulty 
involved in calculating the reserve is the conflict of motives 
that harasses the banker in the process. The smaller the 
reserve that is necessary the greater is the lending power 
and possible profit of the bank. This will be readily seen 
in the following example. Assuming a 25j^ reserve to 
be necessary, a cash deposit of $100,000 leaves a sum of 
$75,000 available as the required reserve for advances in the 
shape of deposit credits. In this ease the loanable resources 
of the bank are increased $300,000. At a rate of 6^ per 
annum that would mean an annual return of $18,000. But 
if a 10^ reserve were adequate such a cash deposit would 
release $90,000 for reserve purposes, which sum would 
permit an increase of loanable resources of $900,000. 
Here at 6^ per annum the annual returns would be 
$54,000 ! But every weakening of the reserves leaves the 
bank more vulnerable in case of an enlarged demand for 
actual cash or of increased withdrawals which result in 
heavy debit balances at the clearing house. Inability to 
meet the demands for cash or the debit balances at the 
clearing house spell^ failure for the bank, and avoiding 
failure is, of course, even more important to the banker 
than heaping up profits. Without surcease, however, the 
lure of profit tempts the banker from the path of safety 
and security. 

If the banker properly apprehends his function there 
is also something more than safety to be taken into account 
in the management of the reserves. In the division of 
social labor a certain function is assigned to the bank, 
and the community at large depends on the bank properly 
to exercise that function. The social significance of this 
function will be subsequently referred to, but here it may 
be said that it is the business of the bank to extend credit. 
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The relation of the reserves to the credit so extended has 
been sufficiently set forth, but attention may be called to 
the fact that the demands on the bank for credit are not 
constant. In normal times a certain average demand may 
be made on the bank and a given reserve may be adequate 
to supply the necessary facilities. But there are times 
when the demand increases, when the bank is called upon 
to render additional and unusual services to the community 
through the extension of credit facilities beyond the normal. 
For this the bank should be prepared. That is to say that 
besides the normal till-money necessary to meet the ordi- 
nary demands over the counter and at the clearing house 
from day to day, the bank should have a real "reserve" 
that will enable it to expand its operations when there is 
a need in the community for additional facilities. It is this 
idea of providing for a special and unusual strain that is 
suggested by the very word "reserve." We may thus 
amend what was said above concerning the conflict between 
safety and profits in the management of the reserves by 
adding to safety, in the balance against profits, the desire 
for full and conscientious service. 

The nature of the liabilities assumed by the bank in Some of 
the conduct of its business requires that the bank's invest- jnyestments 
ments be so arranged that they constitute a supplementary must be in 
or secondary reserve. Most of the bank's liabilities are, g/a,"^*^"^^ 
as we know, demand liabilities, i.e., liabilities payable in ondary 
cash on demand. We know, however, that, as a matter '^^erve 
of fact, the bank has in actual cash only a percentage of 
its outstanding liabilities and that herein is to be found 
the possibility of its earning profits. An increased need 
for cash can then be met only through the sale of some 
of the bank's assets. These assets must, therefore, be of a 
kind to permit ready sale. They must, in other words, 
be of such a character that they will, in due season, natu- 
rally, easily, and without loss, liquidate themselves, or that 
with a minimum of trouble and of risk of loss they can be 
readily "marketed" by the banker himself. 
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It is in the selection of investments for the bank's loan- 
able resources that the banker needs to call into service all 
his talents. Such a selection requires not only a knowl- 
edge of and an ability to analyze human nature, but also 
a broad acquaintance with economic conditions and an 
ability to foresee developments in the future. It is in 
this connection that the banker's work is most important 
for human society, and as he does that work wisely and 
with sound judgment or unwisely and recklessly, he ad- 
vances or he impedes economic progress. 

Years of experience seem, however, to have demonstrated 
the validity of certain general principles in the matter of 
assets or investments for the bank carrying a heavy burden 
of demand liabilities. It may be said, for example, that the 
most satisfactory investments are those embodying a prom- 
ise or order to pay a specified sum of money itself. The 
great advantage of such investments is that they ultimately 
liquidate themselves. Their values can at any given mo- 
ment be definitely calculated, and when they mature the 
exact sum specified must be paid, irrespective of the many 
possibilities of fluctuating prices in the market for other 
things. It is unnecessary for the banker to do anything 
but wait until the obligation matures. Then he collects the 
amount due and the transaction is closed. 

These promises or orders to pay money are, of course, 
not all equally available. Some are more secure than 
others and some also are more easily convertible into cash. 
Other things being equal the banker will prefer the invest- 
ments that carry the least risk and that offer the largest 
possibility of rapid conversion into cash. 

From the point of view of security the order of availa- 
bility may be indicated as follows: First, promises or 
orders growing out of mercantile transactions. These are 
acceptances, notes, bills of exchange, etc. They are 
in general spoken of as "commercial paper" which is 
accepted by the bank for discount. They originate 
in the buying and selling of goods which goes on 
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as a regular part of the production of wealth. They 
carry comparatively little risk because they usually 
represent wealth in the process of transformation from 
lower forms to higher forms. Thus when the manu- 
facturer provides bank acceptances in order to obtain raw 
material the ultimate basis of their value is one that is 
growing, and the manufacturer normally finds himself in 
a stronger position financially when the acceptances mature 
than that which he occupied when they were originally 
executed. 

Secondly, may be cited the promises or orders which Loans sc- 
are specifically secured by the deposit with the banker of g^J^k oc-* 
easily marketed bonds, certificates of stock, etc. Here we change col- 
are dealing with loans secured with what is ordinarily called ^^^^g^^g^t 
"stock-exchange collateral." This is so called because the in order 
stock-exchange offers an always-open market for certain 
listed securities. The security of a loan so extended, en- 
tirely aside from the integrity of the borrower, grows 
out of the certaiiv possibility of marketing the collateral, 
should that be necessary. The prices of the stocks and 
bonds dealt in on the exchange are regularly published, and 
it is easy for the banker to keep himself informed about 
them. Of course there is the danger of a drop in the price, 
but the banker protects himself against such an eventuality 
by allowing as a loan only a percentage of the selling value 
of the proffered securities. 

Thirdly, may be mentioned the loans secured by the Loans on 
great staples — wheat, cotton, etc. These commodities are gj^^™** 
ordinarily offered as security for loans through warehouse follow 
or similar receipts. There are regularly organized markets 
for them where for a given supply the individual can 
count, with relative certainty, on finding, at some price, 
either a buyer or a seller. The security to the bank of a 
loan based on such collateral also grows out of the instan- 
taneous marketability of the collateral, and the risk in- 
volved is simply a question of the range of possible price 
fluctuation. But here too the banker endeavors to protect" 



46 



ORGANIZED BANKING 



Loans on 
other com- 
modities 
and on 
real estate 
are least 
desirable 



The quesr 
tion is one 
of market- 
ability 



himself by allowing as a loan only a percentage of the 
selling value of the security that he holds. 

Lastly, may be mentioned the loans secured by other 
commodities or by real estate. In Germany so large an 
institution as the Reichsbank makes advances on almost 
every form of wealth except land. There is a humorous 
saying that if you are hard pressed you can take your 
shirt to the Reichsbank and get an advance on it. Where 
there are no legal restrictions the only question that the 
banker needs to put to himself is, Can I sell the collateral 
and what price can I get for it? Of course, the banker 
expects the borrower to repay the advance and he does 
not expect, except in a minimum number of cases, to have 
to sell out the security. That is to say, he counts on re- 
maining a banker and not on establishing himself as a 
merchant. But as far as the safety of the loan is concerned, 
the question involved is one of the marketability of the 
security. Here the further away one gets from large organ- 
ized Markets of the kind provided for securities and for 
the staples, the more problematical does marketability of 
the collateral, and the larger, consequently, does the risk 
in making the loan become. Real estate is at the very 
bottom of the list as far as marketability is concerned, 
because each parcel has characteristics of its own and these 
are differently evaluated by different individuals. At best 
the market for real estate is narrowly circumscribed, and 
at times it is absolutely nonexistent. A banker must then 
of necessity be very careful about loans on ordinary com- 
modity or on real estate security. Indeed the ordinary 
commercial bank eschews such chattel and real estate loans 
altogether, leaving to special lenders not carrying heavy 
demand liabilities the field thus unoccupied. Moreover, in 
some cases, as was formerly the case in our national bank- 
ing system, banks are prohibited by la.'w from engaging in 
this branch of lending. 

Prom the point of view of convertibility two questions 
arise, the one concerning the period or duration of the 
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indebtedness and the other the possibility, before final From the 

maturity, of a resale of the claim against the debtor. This P.°'"* °J 

view of 
second question, however, has to do with conditions that convertibil- 

are beyond the control of both the banker and his client, '^y-. ^^^ 
It is simply a question of fact, is there or is there not a the debt 
general market, to which, if necessary, the banker may and the 
turn? This is a question of great importance, but it can of resale^ 
be more intelligently discussed in connection with the re- areimpor- 
quirements of the banking system as a whole. Here will 
be considered, therefore, simply the question of the dura- 
tion of the investment. 
Most satisfactory is the "call loan." It is so desig- "Call 

nated because it is repayable at the option of the bank, loans "are 

ni • ..,•■ most readily 

the lender, as well as at the option of the borrower. Its convertible 

field of usefulness, however, is small. The ordinary busi- 
ness man can hardly ever use a loan on call. He borrows 
from the bank primarily to get "circulating capital," that 
is, capital which "ripens" fairly rapidly into what is for 
him finished product. It is out of the sale of his finished 
product that he expects to obtain the funds wherewith to 
repay the loan. Biit in the great majority of cases the Theordi- 

transformation of the original capital into finished product "^''^ ''"^'' 

„ r 1 , . .T nessman 

occupies an interval of time that precludes the possibility cannot 

of obtaining such capital on a call-loan basis. The loan ''^^'* 
might be called considerably before the time when, through 
the sale of his product, the business man would find him- 
self supplied with funds with which to repay his obliga- 
tion. Virtually only those dealing in forms of wealth that 
are instantaneously marketable can afford to borrow on call. 
In such cases, should the loan be called, the articles pur- 
chased with the borrowed funds can be momentarily thrown 
on the market and disposed of, and funds can be thus ob- 
tained to repay the loan. Hence, in the United States it 
is practically only the operators on the speculative mar- 
kets who can avail themselves of the call loan. In Eng- 
land owing to the peculiar constitution of the banking 
system, under which in times of emergency a competent 
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borrower can turn from the ordinary banks to the Bank of 
England, it is mainly the "discount houses," using dis- 
countable bills as collateral, which borrow on call. On the 
continent of Europe the call loan is of comparatively little 
significance. Owing, therefore, to the narrow limits within 
which it finds a field of usefulness, and, in consequence, to 
the relative preponderance of supply over demand, the 
rate on the call loan usually ranges considerably below 
the rate that can be obtained on time loans. 

Short-time loans are next in the order of availability. 
The distinction between short- and long-time loans is of 
course purely a relative one. In general practice, how- 
ever, paper and loans maturing within ninety days are 
spoken of as short-time credits. Those instruments run- 
ning longer than ninety days pass into the long-time class. 

It is naturally in the field of short-time advances that 
a bank burdened with heavy demand liabilities finds its 
safest and most profitable sphere of usefulness. "When 
wisely ordered these loans can be distributed in such a 
manner that some will fall due each day. Should it then 
become necessary for the bank to strengthen its reserves, 
it can do so by simply curtailing further loan and dis- 
count operations. The daily receipts accruing from the 
payment of maturing obligations will then more than off- 
set the jidded liabilities. 

Long-time operations are not only more hazardous, be- 
cause of the difficulty of accurately forecasting the distant 
future, but they also tie up funds for longer periods. It 
may be said, therefore, that, except in sparing proportions, 
long-time loans are not suited as investments for banks 
whose liabilities are chiefly in the form of demand 
obligations. 

A glance at almost any bank statement will show that 
in addition to investments in loans and discounts the bank 
holds considerable quantities of stocks and bonds and not 
infrequently real estate and other valuable property. Pos- 
session of these different kinds of property is often obtained 
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through the sacrifice of security by a defaulting debtor. 
More often, however, especially in the case of stocks and 
bonds, purchases are made for investment purposes in the 
open market. Moreover, all over the world the commer- 
cial bank seems to be invading the field of investment 
banking, underwriting security issues, etc. 

Just how far the commercial bank ought to go in this 
direction is a serious question. It holds in its control the 
bulk of the community's liquid capital. The disposition 
that it makes of its loanable resources determines how that 
liquid capital is to be used. Investments for a long or 
for an indefinite period, as in the case of bonds and stocks, 
represent a tying up of liquid capital in relatively fixed 
forms. From the social point of view the success of the 
fixed investment depends upon the steady flow of circu- 
lating capital proceeding from it, that is, upon the full 
utilization of the fixed capital in the transformation of 
lower forms of wealth into higher. An investment of 
capital in a rolling mill, for example, pays society best 
when the mill is being used to capacity. The mill can be 
used to capacity, however, only when there is a steady 
flow of raw material through the various stages of manu- 
facture to flnished product, and when there is also a rapid 
absorption of the finished product. The disposition of the 
finished product and the replenishing of raw material in 
turn depend upon the diversion to that purpose of a con- 
siderable part of the community's purchasing power rep- 
resented by the loanable resources of the banks. Beyond 
a certain margin, if those resources are used to stimulate 
the creation of more plants, etc., as is the case when the 
bank buys stocks and bonds or underwrites new securities, 
rather than to facilitate the most economical use of the 
establishments already created, as is the ease when the 
bank uses its funds in discounting and lending, the com- 
munity is bound to suffer. In the long run, where bank- 
ing is unhampered by legal prescription or practical diffi- 
culties of any kind the matter from this point of view 
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could be expected to adjust itself satisfactorily through 
the normal working of competition; but where there are 
legal or other impediments obstructing the easy flow and 
ebb of loans and discounts a critical mal-diversion of 
capital may result. 

Perhaps even more important, considering the nature cf 
the ordinary bank's business, is the risk that is assumed 
in tying up funds in forms the liquidation of which de- 
pends upon the hazards of the market. The rise of a sud- 
den emergency, such as an unexpected loss, a panic, etc., 
may require a bank to realize rapidly on its assets. Such 
a necessity, however, is not infrequently an outcome of 
conditions which at the same time tend to depress the 
price of stocks and bonds. Selling securities on a falling 
market may jeopardize the bank's ability to meet promptly 
and fully its demand liabilities, and inability to meet such 
liabilities means, of course, failure. 

Nevertheless, it is generally agreed that a proportion of 
the bank's resources can safely and profitably be invested 
in that way. Just what that proportion should be is a 
relative matter. It would depend, among other things, 
upon the general standing of the bank itself. A bank of 
long and distinguished history could feel relatively certain 
that even in times of general distrust, only a small pro- 
portion of its outstanding deposits would be withdrawal. 
A bank not yet enjoying the confidence of the community 
might on the other hand have to count, in similar emer- 
gencies, on having a very large proportion of its deposits 
withdrawn. Another important factor would be the char- 
acter of the people in the community in which the bank 
operates as well as that of the bank's individual clientele. 
If people are ignorant, or if they are unsettled and dis- 
trustful, they are likely, in times of pressure, to withdraw 
their funds more heavily than when they are enlightened, 
settled, and not easily thrown into a state of panic. Finally, 
another factor which has to be taken into account is that 
of the facilities offfered to the bank for marketing such 



DEPOSITS VERSUS NOTES 51 

investments. A bank in a community with an established 
stock exchange might be perfectly safe in investing con- 
siderable sums in securities regularly dealt in on such an 
exchange, because of the facility with which the securi- 
ties could, if necessary, be sold. A bank far removed from 
such a community, however, might find it hazardous to 
tie up anything like the same proportion of its funds in 
securities. What in any particular case the safe propor- 
tion may be is something that the banker himself is prob- 
ably the best person to determine, just as, in the long run, 
where a high sense of responsibility is enforced, the selec- 
tion of the particular items concerned can also be most 
safely intrusted to his discretion. 

Ordinarily, conservative practice seems to justify the Capital 
investment of most of a bank's capital and surplus in ^^/^^^ 
interest-bearing securities. This, ia all probability, grows in practice 
out of the peculiar function of the bank's capital and sur- goYnvested 
plus. A bank, as has been seen, is an institution that deals 
in credit. What it lends is not actual money, but credit. 
In its statement the capital and surplus appear as a lia- 
bility, but that is because the bank is looked upon as a 
business organization that is under certain obligations to 
its owners as well as to its clients. But to the creditors, 
i.e., the depositors and noteholders, the capital and sur- 
plus represent simply a guarantee fund that can be drawn 
on if necessary to pay their claims. If the bank officials 
make no errors of judgment in discounting and lending, 
there ought to be, for every dollar represented by deposits 
and notes on the liability side,. hard cash or a safe invest- 
ment on the asset side. If this were always the case capital, 
except for banking house and fixtures, etc., would be un- 
necessary. But since infallible judgment is beyond human 
attainment, a guarantee fund is necessary to reassure the 
creditor and thus to create and to maintain the confidence 
without which banking would be impossible. Since then 
capital and surplus are simply guarantee funds, drawn on 
only in case of loss, and not depended upon for the ordi- 
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nary activities of the bank, there seems to be no reason 
why they should not be invested in any way that the bank 
managers see fit, as long as they are in forms that can 
without loss be drawn upon to fulfil the mission for which 
they are ordained.* 

Confidence, it has been said, is the corner stone of the 
business of banking. In addition to what has already been 
said concerning the creation and maintenance of confi- 
dence, attention may be called to another very important 
factor, namely, publicity. The degree of publicity that 
may be necessary in a particular community depends upon 
a good many circumstances lying outside of the field of 
banking. English country banks may retain the confi- 
dence of their clients without publishing very elaborate 
or illuminating reports, because of the trust reposed in 
the family in control or simply because of respected tradi- 
tion and of stolid adherence to the conventional. But in 
the United States where there is more or less contempt for 
tradition, where there are few if any long-standing family 
businesses, and where the individual is taught to regard 
himself with lofty concern, there is an insistent demand 
for full publicity in almost everything. Moreover, this is 
held to be specially necessary in the field of banking, where, 
despite notable achievements, there have been all too many 
eases of inexcusable recklessness and of the most conscience- 
less fraud. 

Correlated with publicity as a factor in maintaining con- 
fidence in banks is governmental supervision. People 
always have confidence in the integrity of the government, 
and the assurance that the government is keeping a watch- 
ful eye on the affairs of banks engenders a confidence in 
these institutions that nothing else could stimulate. The 
word "national" in the names of the banks in the national 

' The failure of the First-Second National Bank of Pittsburgh 
a few years ago illustrates the danger involved in tying up too large 
a sum in relatively illiquid investments. While the bank had a 
capital of a little under three and a half millions it had invested 
in bonds, stocks, etc., more than eight millions. 
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banking system of the United States is distinctly an asset 
to the banks. Hartley Withers says that the knowledge 
that the "government" is behind the Bank of England 
is responsible for the unlimited confidence that that great 
institution has always enjoyed. So successful has govern- 
mental supervision of banks in general been in thus cre- 
ating and preserving confidence that Professor Seager con- 
siders this result alone as an absolutely conclusive argu- 
ment in favor of such supervision. 

In practice this supervision has varied in nature and This has 
scope. For the moment we are concerned only with de- varied in 

■ II- T , , •■ , . •■ practice 

posit banking, and here not so much needs to be said as 

in the case of note issue. In few countries is the depositor 
given the special protection that is accorded to him in the 
United States. In our country it is customary to require 
the banks to maintain minimum cash reserves of a pre- 
scribed percentage of the deposit liabilities. Furthermore, 
the banks are often restricted in the choice of their invest- 
ments. Real estate, for example, is only partially accept- 
able as a -basis of bank operations, and other lines of busi- 
ness that the bank might engage in are either specifically, 
or, through lack of positive legal sanction, impliedly for- 
bidden. Occasionally also special guarantee funds directly 
or indirectly in the control of the government itself have 
been required. Reports to the government and the pub- 
lication of more or less detailed statements in the daily 
press are perhaps the most common requirements, but in 
the United States there is in addition regular govern- 
mental examination of books, checking of reserves, passing 
upon investments, etc. As a matter of fact, however, the 
depositor, as will be seen shortly, is much less in need of 
special protection than is the noteholder. 

The bank note has already been described as the formally The nature 

executed and definitely embodied promise of the bank of the bank 

note ffivcs 
itself to pay. It thus differs from the check which, as it wide 

was seen, is simply an order to pay drawn on the bank ^F9f.P*" 

by an individual. This difference accounts for the fact 
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that the bank note enters generally into circulation, pass- 
ing freely from hand to hand and enjoying wide accepta- 
bility, while the- acceptability of the check is narrowly re- 
stricted to the immediate circle of the maker and his asso- 
ciates. 

The bank is, of course, in most cases more widely known 
than is the individual depositor. Its operations naturally 
throw it into direct contact with large numbers of indi- 
viduals in all lines of business enterprise, whereas the 
private business, even . though its scale of operations be 
large, finds its points of contact limited to those engaged 
in the same or kindred lines. Furthermore, the credit of 
the bank is usually more securely established than is that 
of the individual. It has a definite and known amount of 
capital and usually also a considerable surplus invested as 
a special guarantee to its creditors. This is particularly 
true of a bank organized as a corporation. In some coun- 
tries also there is special supervision of banks by the gov- 
ernment. Law, public opinion, and even competition 
often enforce considerable publicity of a bank's affairs, 
and more is, therefore, apt to be known about the stand- 
ing of a bank than about that of a private individual. 
In most cases also the issue of bank notes is supervised or, 
even minutely regulated by the government, and not infre- 
quently the notes themselves are vested with a certain 
degree of legal-tender power. The general result of all 
these circumstances is to place the bank note as a medium 
of exchange on a much higher plane of acceptability than 
that on which the check finds itself. 

The confidence involved in the general acceptability of 
the bank note — as was seen to be the case in the confi- 
dence involved in the limited acceptability of the check — 
is confidence in immediate redeemaMlity. The promise to 
pay lawful money is acceptable as a substitute for such 
money only when it is believed that the money can be 
immediately had if desired. The case here is on all fours 
with that of the check except that there is felt to be even 
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a greater certainty in the redeemability of the bank note 
than in that of the check. The confidence underlying the 
acceptability of the check covered, as we saw, the integrity 
of the maker as well as of the bank, but in the case of the 
note the bank alone is concerned. Moreover, long years 
of sad experience have demonstrated that ultimate solvency 
of the issuing bank will not suffice to make bank notes 
freely acceptable if immediate redeemability be denied. 
There must be a belief in the certainty of immediate availa- 
bility in cash or the notes will drop into instant disfavor. 

The persistence of this belief also requires the mainte- Reserves 

nance of a cash reserve. Noteholders may recognize that pl^aUy 
., , , , . J . . . . . „ . important 

there would be no point m issuing notes if an exact equiva- here 

lent in cash were maintained against the notes, and they 
may also recognize that very few noteholders will want to 
substitute cash for their notes, but each individual note- 
holder wants to feel that should he actually desire the cash 
no obstacle will be put into the way of his getting it. Such 
a belief requires for notes, as for deposits, that at least 
some cash be always kept on hand and available for pur- 
poses of redemption. 
As with deposits the amount of reserves required for similarly 

this purpose tends to vary under different conditions. One *^^ ^^~ 

Quired re- 
factor of great importance is the general standing of the serve varies 

bank itself. The more securely a bank is established in the 
confidence of the community the smaller the necessary re- 
serve. In the ease of notes also, just as with deposits, 
another factor is the habits and traditions of the com- 
munity. A third factor of importance is the legal char- 
acter of the notes. In Prance, Germany, and England Legal 
the notes of the big central banks are full legal tender. q„"^ftyof 
Redemption there is purely incidental to the repayment of notes is 
loans or for the sake of obtaining gold for export. The h"^'"'*^"' 
average noteholder never thinks of demanding cash. In 
Canada where the notes are freely issued by all the char- 
tered banks, of which there are about twenty, the notes 
are not legal tender. They are freely acceptable because 
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of confidence in the banks, and there too redemption goes 
on automatically through repayment to the banks of loans 
extended, and through depositing and clearing. The ordi- 
nary noteholder in Canada probably never thinks of pre- 
senting a note for redemption, and yet it can hardly be 
questioned that the absence of the legal-tender quality in 
the notes acts as a constraining force on the issuing banks 
to insure the constant acceptability of their notes through 
the maintenance of really more than adequate cash re- 
serves. Of course, it must be admitted that where the state 
enforces the acceptance of bank notes by making them 
legal tender, it assumes a corresponding obligation to insure 
redeemability. 

Correlated with the question of the tender qualities of 
the notes is that of the availability of the notes of one 
bank for reserve purposes in other banks. Ordinarily 
using notes in this way would be reprehensible in that it 
would involve a dangerous pyramiding of credit. Where, 
however, note issue is virtually a monopoly privilege in the 
hands of a single bank acting as the head of the system 
and as the guardian of the national reserves, such a lim- 
ited pyramiding of credit is justifiable because it is eco- 
nomical. But that throws a heavy burden of responsi- 
bility on the issuing bank. Its reserves must be consider- 
ably greater than would be necessary if its own obligations 
were not used as a foundation for a further extension of 
credit by other banks. It is because of a recognition of 
this responsibility that the big central banks abroad main- 
tain cash reserves equal to from 40^ to 80^ of their out- 
standing demand liabilities. 

Another, and perhaps the last, factor to which atten- 
tion need be called in this connection is that of the cir- 
cumstances under which the notes are issued. An increase 
of population carrying with it expanded production and 
a greater volume of exchanges would give rise to an in- 
creased need for money as a medium for transacting such 
exchanges. If the habits of the community were such as 
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to make it necessary to have more hand to hand money 
a considerable part of the amount so needed might con- 
ceivably be bank notes; These notes might then tend to 
remain indefinitely as a part of the permanent money 
supply with little prospect of being ultimately retired 
through redemption. It is obvious that for such notes the 
reserve requirements would not be very heavy. On the 
other hand the issue of notes may be for the purpose of 
meeting only a temporary increase in the demand for 
money. Here ultimate redemption is certain and a larger 
reserve would in this ease be necessary than in the case 
previously assumed. In general then it may be said that 
reserve requirements for a given issue would tend to vary 
according as the issue was intended to meet a temporary 
or a permanent increase in the demand for the circulating 
medium. 

The practical task of calculating the proper reserve for 
an issue of notes is a matter of as great delicacy and im- 
portance as it is in the case of deposits. Since, as was 
fully brought out above, there is little or no difference, 
from the bank's point of view between the two forms of 
credit, the same conflict of motives arises in the manage- 
ment of the reserves for notes as in the case of the reserves 
for deposits. Indeed unless there is imposed on the bank 
through legal enactment the responsibility of maintaining 
separate reserves against the two classes of liabilities, the 
bank makes no distinction in its reserves at all, and con- 
siders all the cash ia its vaults as a joint reserve fund for 
both notes and deposits.' 

Here also the question of "supplementary reserves" is 
one of great importance. The necessity of having invest- 
ments as liquid as possible and of having them in forms 

' In the Reichsbank, for example, where there is special protec- 
tion for the note issue but none for the deposits the cash reserve is 
an undivided fund. In the case of the Bank of England a division 
is made between the " banking department " and the " issue depart- 
ment " but the larger part of the reserves in the banking department 
is in the form of Bank of England notes. 
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that do not involve the tying up of funds for long periods 
was fully discussed above. All that was said there con- 
cerning such investments, publicity, etc., is equally apropos 
here. The preservation of confidence in the bank is just 
as essential for maintaining the acceptability of the notes 
as it is for preventing a wholesale withdrawal of deposits, 
because a loss of confidence results not only in a "run" 
by depositors but also in equally pressing demands for re- 
demption by noteholders. 

The noteholder, indeed, is today given special protection 
by most governments. 

There are naturally some good reasons for this discrimi- 
nation. The depositor chooses his bank. If he has accumu- 
lated a sufficient surplus, , or if he carries on operations 
large enough to warrant his opening a bank account, he is 
supposed to have enough intelligence to inquire into the 
standing and character of the available banks, and to 
choose from among them the one which in his judgment 
seems safest. Acting purely as a voluntary agent it is 
believed that the responsibility of any choice that he makes 
should devolve solely upon him. 

The position of the noteholder, however, is in most cases 
entirely different. The original recipient of the notes from 
the bank can, of course, like the depositor, exercise a choice. 
He is not required to accept the notes, but may demand 
instead gold or standard money. But after he receives 
them the notes tend to enter into general circulation. He 
as the original recipient dealing directly with the bank 
may be presumed to know something about the standing 
and the security of the issuing bank, but those who in turn 
accept the notes from him cannot be expected to be so 
well informed. It may be objected that there is ordinarily 
no compulsory acceptance of bank notes, and that, there- 
fore, unless an individual feels assured as to the quality 
of a given bank's notes he need not accept them. But 
such objection assumes a knowledge of the general money 
situation in a country and a power to act according to the 
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dictates of such knowledge that probably a great majority 
of the people does not possess. Most laborers, for example, 
even if they knew something about the regulation of the 
money system, would hardly be in a position to refuse bank 
notes if these were offered to them in payment of their 
wages. Even during the days of "wild eat" banking in 
this country, when almost everybody knew something 
about the difficulties of the paper currency situation, the 
heaviest losers, as a result of the numerous bank failures, 
were ignorant and helpless washwomen, day laborers, and 
others among the relatively poor who were least able to 
stand such wicked pUferings from meager savings. Hence 
every dictate of justice and humanity requires that the 
state throw its protecting arm around the noteholder to 
save him from consequences the probability and the inten- 
sity of which he cannot in most cases adequately deter- 
mine. ; 

Various means for protecting the noteholder have been Various 
devised. He may, for example, be made a preferred raeansof 
creditor. That is to say, the assets of the issuing bank have been 
will be pledged by law to be used first to liquidate the <ievised 
bank's notes and only after the noteholder's claim has been Tj,e note- 
paid in full may the depositors and stockholders receive holder is 
any consideration. Notes are a first lien on the assets a°pre-'"^^ 
of all our national banks under the provisions of the ferred 
national banking laws. Similarly, in the new federal re- 
serve system noteholders are made preferred creditors. 

Supplementary to the special protection afforded by giv- 
ing the noteholder a first lien there is found, especially in stockhold- 
the United States, a provision under which a special lia- ^■'^ '^''f 

somctimps 

bility attaches to the bank stockholder. One of the ad- subject to 
vantages of the corporate form of organization in industry |!;'^^;*?°"^^ 
and commerce is the limited liability of the stockholder. 
Almost everywhere, in the ordinary business corporation, 
the liability of the stockholder for the obligations of the 
firm is confined to his actual holding of stock. In banking 
corporations, however, the guarantee function of the capi- 
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tal is SO important that it is usually considered advisable 
to increase the guarantee fund even beyond the nominal 
capital. This is done voluntarily by banks in the accumu- 
lation of a heavy surplus. But the law occasionally insists 
upon it by requiring the accumulation of a specified sur- 
plus, or, without requiring any immediate extra payment 
by the individual stockholder, by attaching to him a lia- 
bility for the obligations of^the bank beyond his stock- 
holding. Thus every holder of stock in a national bank 
or in banks in some of the states is liable for twice the 
amount of his stock. A noteholder in a big bank like the 
National City of New York, for example, has a first lien 
on a fund made up of twice the bank's capital of 
$25,000,000 plus the surplus of $26,000,000. The special 
additional liability is, of course, also a protection to the 
depositor, but in view of the noteholder's first lien it is 
of even greater importance to the noteholder. 

Occasionally also the state will prescribe the investments 
or the assets by which the notes issued are to be "covered." 
It is believed that by limiting the discretion of the banker 
in the selection of such assets errors of judgment culmi- 
nating in losses may be avoided. Thus Bank of England 
notes, notes of our Federal reserve banks, and United 
States national-bank notes are covered in fixed proportions 
by hard cash and by government bonds. The federal re- 
serve notes, which are the obligations of the government 
although they are issued by the reserve banks,' are cov- 
ered by carefully defined commercial paper. Simi- 
larly, the notes of the Reichsbank and of the Bank of 
France are based on commercial paper of a designated 
character. Not only that, but for the purpose of safe- 
guarding the solvency and the redemption of the notes 
it is sometimes required that these special assets be de- 
posited with an official of the government, who is 



' The federal reserve notes under our new system must be cov- 
ered in full by two-name commercial paper of a maturity not to 
exceed ninety days. See infra, p. 251. 
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empowered, if necessary, to sell them to obtain the funds 
required to pay off the noteholders. Such is the case with 
the bonds deposited with the United States government by 
the reserve and by the national banks to protect their sev- 
eral note issues/ The special assets chosen are, of course, 
those which it is believed can be most easily and economi- 
cally liquidated. 

Special cash reserve requirements are also not uncom- Special 

mon. In Germany the Reichsbank is required to keep <=^s'"'^- 

serves are 
against its outstanding circulation a cash reserve of 33-l/3j^ customary] 

in gold, silver, and imperial notes. In England beyond 
the £18 million-odd "uncovered issue" — namely the issue 
based wholely on government bonds — ^the Bank of Eng- 
land is required to keep a sovereign for sovereign reserve. 
Hence beyond the £18 millions the notes are virtually gold 
certificates. In Prance there is no special cash reserve 
requirement, but in practice the Bank of France main- 
tains an inordinately heavy reserve in gold and silver. 
In the United States the reserve banks are required to 
keep a gold reserve of 40^ against the federal reserve notes 
which they have issued. A special specie redemption fund 
is provided for the notes of the reserve banks and of the 
national banks which are based on bonds. This fund is in 
"lawful money" to an amount equal to 5^ of the out- 
standing notes. It is used by the government to redeem 
notes and, in case of failure of a bank to keep its quota 
up to the required amount, the government may sell the 
bonds deposited as security. This principle of a specie 
redemption fund was originally worked out in New York 
during the thirties and forties. It was known as the 
"Safety Fund" system. Each bank made an annual con- 
tribution to the fund until its total contribution equaled 
3^ of its authorized capital. In New York, however, the 
fund was used to repay depositors as well as noteholders 
and the double strain proved more than the fund could 
support. Had the fund been used only for note redemp- 
1 fide Federal Reserve Bank Notes, page 250, 
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tion it would have more than sufficed/ The "safety fund" 
principle is a vital eleinent in the existing Canadian hank- 
iag system. Beyond a limitation of the total issue to an 
amount equal to the paid-in capital the only special pro- 
tection afforded to noteholders in Canada is the preferred 
position given to them as creditors, coupled with a double 
liability of stockholders, and the maintenance of the mutual, 
guarantee fund contributed by the banks up to 5^ of their 
circulation. Canadian bank notes are acceptable, however, 
throughout the Dominion. Indeed, it may be said that 
where there are numerous banks of issue some form of 
mutual insurance of notes is almost essential to guaran- 
tee uniform acceptability. 
Government As a final assurance to the noteholder mention may be 
guarantee made of the possibility of a guarantee of the notes by the 
government itself. The United States government, for 
example, guarantees the immediate redeemability of the 
reserve bank and national bank notes. The new federal 
reserve notes are indeed direct obligations of the United 
States government. In view of the other measures of pro- 
tection thrown about bank notes in the United States a 
government guarantee would seem almost to be a work 
of supererogation. But the guarantee is there, and it 
undoubtedly clinches absolutely the complete acceptability 
of the notes throughout the country. There is no such 
guarantee in France, Germany, or England- nevertheless, 
ia these countries the notes are issued by the big central 
institutions whose relations with the government are so 
intimate that there has naturally grown up a feeling of 
comfortable assurance that if the worst should come the 
government is "behind the bank." 

^ See Robert E. Chaddock, The Safety Fund System m New York, 
Beport of the Kational Monetary Commission. 
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CHAPTER III 
THE ECONOMIC SERVICES OF BANKS 

Having analyzed the main activities of the modern bank 
and having examined the two forms in which its credit 
manifests itself we can appropriately consider the ques- 
tion of the importance of such activities in modern busi- 
ness life. In short the question is now raised, what good 
are banks anyway? Do they help society in the process 
of wealth production? Are they themselves producers? 
Or are they parasites reaping where they have not sown? 

Banks were defined as institutions which receive de- 
posits and which extend credit. In the simple process of 
receiving deposits apart from the further use that is made 
of them the banks render a distinct service to the com- 
munity. In a society dependent upon exchange and upon 
the use of money, individuals, as has already been said, 
receive their income in the form of money. The propor- 
tion of this money income that is "saved," as we say, 
determines the amount of wealth that will be returned to 
society for further use in production. In the first instance 
then, for the purpose of adding to society 's fund of capital 
it is important to facilitate in every possible way the 
accumulation of savings. Banks play a considerable role 
in this connection. They provide, usually free of charge, 
a safe depository for funds. That putting money in bank 
is a safer way of saving than by hiding it in an old stove 
or by burying it in the garden, is conclusively proven by 
experience in the past and by recurring experiences in the 
present. The chances of loss are less for money in the bank 
than for money kept at home. 

Special banks Uke savings banks re^larly pay interest 

64 
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on sums deposited. Ordinarily, however, they are pro- Theystimu- 
teeted by law from withdrawal without previous notice, late saving 
Such banks can, therefore, tie up their resources in less 
liquid but more profitable forms of investment than the 
commercial bank, subject to heavy demand liabilities, could 
afford to consider for the investment of any large part of 
its funds. But commercial banks too pay interest on 
"special or time deposits" subject to withdrawal by the 
depositor only after an agreed notice has been given. 
Moreover, the custom of paying interest on average bal- 
ances above a certain minimum is well-nigh universal 
throughout the United States. For years the payment of 
such interest was looked upon by conservative bankers as 
unsafe banking, and it is still so regarded by a large num- 
ber, but the keen competition for deposits among the banks 
in the larger cities in time overcame these conservative 
scruples. But neglecting the possibility of interest on 
deposit balances the fact remains that through offering, 
usually free of charge, the opportunity safely to store a 
sum of wealth, subject to withdrawal on demand or after 
short notice, banks add to the security and convenience of 
saving. It may be said, therefore, that one of the services 
rendered by banks is to stimulate saving. 

Another important service rendered by banks is to be Theyper- 
found in connection with their more active functions. ™econo- 
Credit, as everyone knows, has come to play a tremendous mize in the 
part in modern exchange. Some estimate that as high as ^^"^gi 
90^ of our total exchanges are transacted by means of 
credit in one form or another. Professor Kinley's estimate, 
however, is lower, namely from 60 to 75^. But these 
estimates do not include transactions settled by means of 
hand to hand money, most of which, in this country, is 
itself "credit money." Hence if the use of all credit 
media were for some reason or other completely aban- 
doned, and the violent assumption were made that the same 
number of exchanges would be transacted, gold alone would 
have to be employed as the circulating medium, and the 
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amount of gold that would be necessary for this purpose 
on the prevailing level of prices would be many times the 
amount that is now actually employed. But gold repre- 
sents a valuable part of the community's fund of capital. 
It is wealth which, by and large, is dearly paid for in 
human sacrifice. It follows, therefore, that the less time 
and effort a community has to sacrifice in order to acquire 
gold for transacting its exchanges the better off that com- 
munity will be. The smaller the amount of gold neces- 
sary, the larger the sum total of other things that the com- 
munity may enjoy. Banks, it was seen, supply media of 
exchange in the shape of deposits and notes, which when 
properly safeguarded, are normally as effective as gold 
itself. Indeed, it was shown that where there is no ques- 
tion about the security of these bank media they are pre- 
ferred to gold because of convenience of handling, etc. 
As the amount of gold needed to maintain the accepta- 
bility of these bank media is only a fraction of the total 
amount of such media that may be made available by the 
banks, it follows that bank deposits and bank notes are 
not merely substitutes for gold but they are very cheap 
substitutes. It may be concluded, therefore, that by sup- 
plying a circulating medium that is a cheap substitute for 
gold banks make possible a heavy saving in the direct use 
of the community's cdpital. 

Furthermore, when account is taken of the conditions 
under which bank media are brought into being it will 
be seen that banks render even a more significant service. 
They promote the productive employment of the com- 
munity's free capital. 

The present-day economic organization of society has 
already been spoken of as the "money economy." Direct 
production has given way almost completely to indirect 
production, namely production for a market under a sys- 
tem of money exchanges. What producers take into 
account is the money value of their goods and services, 
each striving to get as high a money return as possible. 



THE ECONOMIC SERVICES OF BANKS 67 

Thus virtually everybody receives Ms income first in the 
form of money or the equivalent of money, and this is then 
apportioned among the different economic goods which the 
individual considers essential or desirable for his happi- 
ness, and which, taken together, constitute what economists 
call the "real income." 

Money incomes are thus in essence claims to wealth. Money 
They can arise in first instance only because wealth has a"e°iSged 
somewhere been produced. The totality of money incomes on wealth 
cannot exceed the total money value of the wealth pro- 
duced because otherwise we should have to assume that 
there can be divided up more than actually exists. The 
use of money complicates the process of wealth distribu- 
tion, but fundamentally it does not alter the fact that what 
we really have going on is a dividing up of all the eco- 
nomic goods that have been produced among those who 
have in some way contributed to their production. 

Money income, as we know, can be "spent" or "saved." incomes 
By spending we usually mean devoting the money income "iiay be 
to the purchase of "consumption goods" — goods which saved 
directly satisfy human wants and which leave nothing be- 
hind them except effects on the consumer. By "saving" 
we mean the withholding of the money from the purchase 
of consumption goods. The money saved is then either 
hoarded, or is directly invested by the owner himself, or 
it is put into some kind of a savings institution. Hoard- 
ing money, however, represents the segregation of a part 
of the community's capital and the reduction of such capi- 
tal to utter uselessness. It is analogous to the locking up 
of a machine of great potential productive powers. Invest- 
ing the saved money or putting it into a bank or a regu- 
lar savings institution is like coupling the machine to the 
engine — it utilizes the potential capacity of the money 
saved as a further agent in production. 

The money deposited in banks does not, of course, lie Money de- 
idle. It was shown before that money so deposited adds |g°^'i^g'|s"' 
greatly to the lending power of the banks. What the bank used 
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lends is simply its own credit, but that is supplied in forms 
that are readily acceptable to borrowers and to those with 
whom the borrowers have business dealings. These bor- 
rowers are men of business who are engaged in starting 
new enterprises, in enlarging old ones or simply in main- 
taining established lines of production on their wonted,,, 
basis. They borrow for a purpose and that purpose is 
normally to gain control of a part of the community's- 
wealth that is available for use in further production. 
In other words, business men "invest" the funds that they 
borrow and that means simply that they expend them for 
purposes of further production. Unless the funds bor- 
rowed were productively employed it is obvious that no 
interest could be paid. Borrowing $100 at 5 or 6^ interest 
per annum and locking the money in a safe for a year 
would be adjudged by all a most foolhardy undertaking. 
But when the borrowed funds are used for the purchase 
of additional raw material, new machinery, etc., there is 
normally available at the maturity of the debt a sum of 
wealth which more than repays both the principal and the 
interest. 

The funds that the bank supplies are not themselves 
capital. The bank cannot by multiplying loans increase 
society's fund of capital. But these funds are unques- 
tionably a means of obtaining control of capital. The 
actual capital involved is supplied by the seller who accepts 
in payment for his goods the bank check or the bank notes. 
The seller's willingness to accept these instruments is based 
on his confidence in the solvency of the bank and in the 
willingness of his own creditors to accept similar means of 
payment in the liquidation of his indebtedness to them. 
Thus as long as the bank's credit is unshaken the funds 
that it supplies are in the hands of the holder equivalent 
to so much liquid capital. Through the creation of these 
funds the borrower gets control of capital goods which 
presumably he could not otherwise have obtained. Simi- 
larly the maker of the capital goods purchased by the 
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borrower finds a customer for whom he might otherwise 
have looked in vain. But more important still from the 
social point of view, capital goods that were created but 
which stood idle have been taken and have been put to 
productive use. Through its creation of loanable funds the 
bank has thus made possible the speedy transfer of capital 
goods from the maker to the user, from him who has no 
use for them to him who has a use. It may therefore be 
concluded that the banks through their influence on the 
investment of saved income stimulate the creation of capi- 
tal goods and through their creation of loanable funds pro- 
mote the prompt utilization of these goods. 

Banks also release to the entrepreneur capital tied up. They re- 
Much of what was said above is apropos here, but the point l^j^.^. "^^P"' 
now raised goes even deeper. It concerns the basis of the 
funds created by the banks. It will be seen that banks vir- 
tually coin into a generally acceptable, liquid medium of 
exchange many forms of wealth which could not them- 
selves pass current as media. 

In the first place banks make advances on some kinds 
of wealth in hand. The circumstances governing the selec- 
tion of the kinds of wealth acceptable as security for the 
creation of demand obligations were sufficiently discussed 
in a previous chapter. Suffice it here to repeat that only 
those forms of wealth are satisfactory for which there is a 
constant and an open market. The less certain the market 
is for any form of wealth the less available such wealth 
is as security for bank loans. But for forms of wealth 
like stocks and bonds, warehouse receipts for cotton, wheat, 
etc., the market is open and continuous, and within certain 
limits the commercial bank whose obligations are almost 
all payable on demand finds it possible to make credit ad- 
vances upon them. Savings banks and similar institutions 
make advances on land security and on other forms of 
relatively less liquid possessions. In any case what we have 
in these credit advances is the virtual coining, into a gen- 
erally acceptable exchange medium, of forms of property 
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that would otherwise represent wealth definitely fixed. In 
the absence of an opportunity to use such wealth as secur- 
ity for a loan the individual owner could release the sum 
involved only by selling the property and thus by fore- 
going its use altogether. The use of wealth as a basis for a 
loan is in a sense "eating one's cake and having it too." 
In the same way banks may restore control of wealth 
In advances which has been released on credit to others. This is the 
tootiiers essence of discounting. A manufacturer, for example, 
sells a bill of goods to a wholesaler. The wholesaler does 
not pay cash but offers instead a niaety-days' acceptance. 
The goods which the wholesaler receives represent a part 
of the manufacturer's personal fund of capital invested 
in his business. For the time being the manufacturer sur- 
renders control of this part of his capital, and if he him- 
self holds the acceptance until maturity it means that, in 
the interim, if he is to maintain his output on the same scale 
as before, he must draw more heavily on his own resources. 
If he has not such resources ; to fall back on the sale of 
goods on credit would cripple him as a producer. The 
possibility of discounting his customer's paper, however, 
saves the manufacturer from this embarrassment. Through 
the bank discount the claim to liquid funds maturing at a 
future time is transformed into liquid funds immediately 
available. With liquid funds so secured the manufacturer 
can immediately buy more raw material, etc., and his pro- 
ductive efforts are not in the least impaired. The pur- 
chase by the banks of bills of exchange, promissory notes, 
etc., constitutes thus in essence the reestablishment of the 
producer in the control of his personal capital, of which 
he has in the course of his business surrendered particular 
embodiments to others. The gain to society is in the main- 
tenance of a given tempo of wealth production — the entre- 
preneur is not forced to slacken his pace because of a sur- 
riender of a part of his capital.^ 

' The sale of goods on credit is here assumed simply as a fact. 
Yet it might be argued that were there no sales of goods on credit 
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Correlated with this function of releasing to the entre- They coin 
prenenr capital tied up is another of equal significance, ability Mid 
namely that of supplying the capable entrepreneur with 
capital that he would otherwise not obtain. Some business 
men who have proved themselves honest, capable, and far- 
seeing can oftentimes get advances from bankers on no 
security other than their personal notes. These eases are, 
of course, exceptional, because the risk involved for the 
banker is great, but instances are found in suflSeient num- 
ber to make the type worthy of notice. Indeed we have 
examples on an important scale in the system of "cash 
credits" in Scotland, and in the daily practices of the 
Canadian banking system. Furthermore in the coopera- 
tive credit systems of Europe, the idea of banking on per- 
sonal integrity and capacity with joint responsibility has 
grown to a system of huge proportions. 

The banks which make advances on purely personal se- 
curity are thus really coining into a medium of exchange, 
honesty, skill, and ambition, — ^they are in other words 
transforming into "liquid" capital productive capacity 
itself. The gain to the individual is of course apparent. 
His increased credit is equivalent to an addition to his 
own possessions; his operations are extended and his re- 
turns are multiplied. Society too makes a considerable 
gain. Individual capacity is more fully utilized and wealth 
is produced that would otherwise not be produced. In- 
direct consequences often result that are of even greater 
significance. The system of cash credits is given as the 
explanation of Scotch prosperity,'^ and in Europe it is 

there would be no necessity for the service of the bank in releasing 
or restoring capital surrendered to others. But it could easily be 
shown that the extension of credit in the sale of goods has economic 
advantages in variety of choice, promptness of utilization, etc. The 
cost of such credit must, of course, be finally covered in selling price, 
but large scale production, involving large volume of output, yet 
ultimate unit distribution of product, would hardly be possible with- 
out wide extension of credit. 

' See, for example, H. D. MacLeod, Theory and Practice of 
Banhing. 
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shown that the cooperative credit societies have in numer- 
ous cases improved not only the economic situation of the 
peasants but their moral and spiritual condition as well.^ 
It is to society's interest to have every producer capable 
of making a substantial contribution to the sum-total of 
wealth supplied with the capital necessary to his effort. 

There remains a final point to be discussed in connec- 
tion with the economic services of banks. Social interest 
is best subserved when the price charged by the banks for 
advances of funds is as low and as uniform as possible 
throughout the domestic market. 

This price charged by the banks is found in their dis- 
count and loan rates. Repeated reference has been made 
in the previous discussion to the widespread use of credit 
in modern production. There are relatively few business 
firms that are not more or less constantly dependent on the 
banks for discounts and advances, and the prices that busi- 
ness men receive for their goods and services must be 
high enough to cover the expense of banking accommoda- 
tion as well as the other expenses that arise in the conduct 
of business. In other words the discount rate for "money" 
enters as one of the regular costs of production that must 
be covered in the selling price if business men are to remain 
in the field and make their contribution to the supply of 
their respective commodities. If cost of production be low 
then price to the consumer tends to be low because of the 
effect on supply in competitive production. Hence a re- 
duction in one of the important elements in cost, or the 
maintenance of such an element on a relatively low basis, 
tends to redound to society's interest through a lowering 
of final selling price. In short men have to give less of 
themselves to get their needed or desired wealth than they 
would otherwise be obliged to give. 

Not only is a generally low discoiint rate socially ad- 
vantageous in an active and progressive economic society, 
but it is also desirable to have the rate as uniform as pos- 
'H. W. Wolfe, People's Banks (1910). 
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sible throughout the domestic market. The competitive 
organization of industry rests on the assumption that iif 
the long run the most efficient producers will supplant the 
less efficient. But the efficiency here involved is the all- 
around inherent capacity of the individual himself. With 
respect to all the circumstances beyond the individual com- 
petitor's control it is desirable to have as close an approxi- 
mation to uniformity as possiblei Any purely fortuitous 
advantage enjoyed by a limited number of competitors 
gives them a handicap in the race. Railroad rebates fur- 
nish a case iii point. Discriminatory rates, when extended, 
go usually to the large and powerful shipper and not by 
any means necessarily to the most efficient shipper. A large 
part of the success in this country of some of the big 
monopolistic combinations in their competition with smaller 
rivals has indisputably been due not to superior pro- 
ductive efficiency, but in many cases to special advantages 
of one kind or another. The special advantage may, ac- 
cording to its scope and, nature, be a cloak for inefficiency 
and weakness, and it is desirable, therefore, in the social 
interest to eliminate all special advantages. There can 
hardly be any question that differences in the rates paid 
by competitors for bank accommodation may give rise to 
such a special advantage in favor of him who pays the 
lower rate. One important element in his costs is made 
lower for him than the corresponding element in the costs 
of his competitors. Of course this very discrimination in 
rates may itself be simply an indication of differences in 
efficiency. The firm getting the lower rate may have estab- 
lished an enviable reputation for honesty and promptness 
in meeting its obligations. On the other hand it may sim- 
ply be operating in a market where money rates rule lower 
than they do elsewhere and in this case the lower dis- 
count rate gives such a firm a discriminatory competitive 
advantage. In general then it may be said that in so far 
as discrimination in discount rates arises as a result of 
circumstances beyond the control of borrowers of bank 
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funds it is desirable from the social poiat of view to elimi- 
nate such discrimination. 
Summary Sumrning up the several points that have been advanced 

in this chapter it may be said that by stimulating saving, 
by economizing in the use of capital set aside for the pur- 
pose of facilitating exchanges, by promoting the produc- 
tive investment of saved wealth, by facilitating the rapid 
utilization of available capital implements, by releasing 
to the entrepreneur capital tied up and by supplying to 
the capable entrepreneur capital not otherwise obtainable, 
banks not only promote the most economical use of capital 
but they also afford a stimulus to the whole productive 
process and enlarge the opportunity of individuals with 
capacity, assuring to society at the same time a fuller 
utilization of that capacity. Indeed, it might almost be 
said that modern large-scale production with its necessarily 
round-about method, with its sale of goods on credit, and 
with its large dealings would be practically impossible 
without banks. The dynamic influence of bank credit in 
a system characterized by rapid flux and readjustment .can 
hardly be exaggerated. The social gain from banks will 
be at a maximum, however, when, with other things equal, 
the banking system is so organized as to permit a uniform 
as well as a low discount rate throughout the domestic 
market. 

The responsibility of the modern banker is heavy. 
Through the decisions that he makes in extending credit 
he controls to a considerable extent the flow of the com- 
munity's capital. His ability to understand and to measure 
human nature may mean the fulfilment or the destruc- 
tion of the hopes of the individual, and upon his tempera- 
ment and his judgment may hang the prosperity of the 
whole community. If he acquit himself well of the respon- 
sibility that is laid upon him he deserves a high reward, 
but if he be negligent, irresponsible, and self-seeking, his 
removal from the field of banking should be as prompt as 
circumstances will permit. 
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ELASTICITY OF BANK CREDIT: MOBILITY 
AND EXPANSION 

The discussion thus far has concerned itself with the 
nature and with the economic function of the media of 
exchange for which the banks are responsible. We may- 
turn, therefore, to a consideration of the circumstances 
controlling the form and volume of these media. 

It has been shown that bank credit is made available in 
two forms, namely, deposits and notes. Both of these forms 
are from the bank's point of view "demand liabilities." 
In the absence of any restriction, and if all other things 
besides form could be assumed to remain the same, it 
would probably be safe to say that it is a matter of indif- 
ference to the bank which form its credit takes. 

It cannot, of course, be assumed that for the two kinds 
of bank credit the "other things" besides form are equal. 
The costs of administering them can hardly be the same. 
Just what these costs would be in a particular ease would 
depend upon numerous conditions, which would probably 
not be the same for any two banks. The denominations of 
the notes, the frequency of redemption, wear and tear, the 
size and volume of deposit operations, the relative reserves 
necessary, the number of depositors and the general nature 
of their business — ^these and other things would determine 
the relative cost of issuing notes and of extending credit 
in the form of deposits. Considering simply costs the bank 
would, of course, prefer the less costly of the two forms. 

There are, however, considerations which are more sig- 
nificant than cost of administration. Consider for example 
the effect on a bank's position of a widespread preference 
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for notes rather than for deposits. The very preference for Use of 
the notes would in all probability indicate not only a less "°*^® '°- 
fuUy developed state of confidence, but also a relatively great de- 
backward condition of trade. Hand to hand money could P«ndence 
hardly be employed in a community where trade opera- hand 
tions are transacted in large sums and in great volume. mo"ey 
Furthermore, the preference for notes rather than for This means 
deposits and checks in exchange operations would also in * ^^^S^ . 
all likelihood be indicative of a similar preference for out of bank 
storing up funds at home rather than for intrusting them reserves 
to the banks. Such a preference would then tell heavily 
against the bank's deposits, and would consequently put 
serious limits on the bank's capacity to extend its opera- 
tions. Where the deposit and check system prevail most 
of the money available for reserve purposes is actually 
found in reserves. Where the employment of checks is 
largely restricted by the use of hand to hand money a 
larger proportion of the available reserve money remains 
in general circulation or in private hoards. Considering, 
therefore, the ultimate as well as the immediate interests of Ultimately 

the banks it seems safe to say that the deposit and the b^nkspre- 

, , . . , fer deposit 

check system contribute more to banking prosperity than business 

does the note system. 

General experience tetnds to confirm this conclusion. Experience 
Banking thrives better in the manufacturing and com- confirms 
mercial centers, where the check is the usual form of pay- 
ment in almost all except retail transactions, than it does 
in the agricultural districts where dependence is more 
largely placed on hand to hand currency. It prospers 
more noticeably in England where the check system grew 
up than it does on the continent where notes still pre- 
dominate. Moreover, ever since the establishment of the 
Reichsbank its officials have endeavored to build up the 
check and deposit system — not only for the sake of the 
banking fraternity, but also because it was believed that 
there would be a great saving of capital and a stimulus 
to industry for the community at large. Finally, it may 
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be mentioned that since the middle of the nineteenth cen- 
tury the development of deposit banking has far out- 
stripped that of n6te issue, and many huge banking estab- 
lishments are flourishing which are deprived by law of the 
privilege of note issue. 

But irrespective of the interest of the bank itself the 
fact remains that the determining circumstance in con- 
nection with the form which its credit shall take is the 
demand of the tank's clients. What the borrower who 
goes to the bank for funds really wants is a purchasing 
medium that will be accepted in carrying out the particu- 
lar purpose that he has in view. Such a borrower can 
want funds conceivably only for two reasons ; either he has 
a debt to pay or an obligation to meet or he wishes to 
buy something. Consequently, if he is to use bank credit 
to meet his obligation or to purchase goods, that credit 
must be supplied to him in a form adapted to his purpose. 
As a dispenser of credit the bank, like every other seller, 
must provide that which it sells in a form to suit its 
customers. 

It must not be supposed, however, that the demand of 
the bank's clients is something which is itself simply the 
product of individual whim in each particular case. Bor- 
rowers who have obligations to meet or goods and services 
to buy must offer in payment a medium which is acceptable 
to those with whom they are dealing. In other words the 
demand of the borrower himself for a particular form of 
bank credit depends upon what other business men with 
whom he deals consider an acceptable medium. Moreover, 
these other business men will accept a given medium of 
exchange only becausse they in their turn expect to use 
it in paying obligations to or in making purchases from 
still others. And if we endeavor to pursue further the 
circumstances determining the demand for the several 
forms of bank credit, we find that they ramify through and 
spread out over the whole community in such bewildering 
complexity that individual preference seems to be ulti- 
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mately of no concern whatever. These circumstances are 

really outgrowths of elements lying deep down in social 

life, and our conclusion must therefore be that they are not 

individual but social. 

An attempt to analyze carefully the social circumstances This is 

that are of importance in this connection would take us far ^^^ , 

. complex 

afield. The various social activities of a human community 

are so closely correlated, and the reactions between them are 
so comprehensive and so complicated that it is virtually 
impossible to take one set of such activities and to explain 
them as isolated phenomena. A full explanation in any 
case would require a complete sociological survey. No 
attempt will therefore be made to set forth all the cir- 
cumstances that are of weight in determining the form 
that bank credit takes in any particular community, but 
attention may be given to a few of the broader and the 
more obvious factors. 

Mere habit and tradition may first be mentioned as one Habit and 

of the more important of these social factors. Of course tradition 

• 111 stxG or urst 

habits and traditions themselves do not spring suddenly importance 

into being. They grow up in the first place because par-' 
ticular lines of conduct, or reactions to stimuli, are shown 
by experience to be best suited to a given situation. They 
are then repeated whenever a similar situation presents 
itself. In their inception all that we include in the term 
"natural environment" plays an important role, and while 
habit and tradition may themselves be considered a part 
of the "social environment" it must be recognized that 
their development is greatly influenced by other elements 
in that environment. But when habits have once been 
formed and when traditions have once been established, 
the situations that mainly occasioned them may undergo 
widespread modifications without seriously affectiag the 
habits and the traditions themselves. Hence, if a com- 
munity as a result of early experience has cultivated an 
habitual preference for hand to hand money for purposes 
of exchange and of storing value, it is difficult, in spite of 
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obvious advantages and inducements, to get its constituent 
members generally to adopt the system of deposits and 
checks. The new habit has to come slowly. Thus the Ger- 
man Reiehsbank, as already stated, has systematically en- 
couraged the use of the check, but the early preference 
for hand to hand media was, at least up to the outbreak 
of the Great War, being only slowly overcome. At that 
time the deposit liabilities of .all the banks ia the German 
empire were hardly equal to those of the banks in New York 
City alone. 

Another broad circumstance of much importance in the 
development of the credit system is the character of the 
community's economic life. In an agricultural community 
where exchange operations are relatively few, and, in the 
average case, on a small scale, there is not the inconveni- 
ence attached to the use of hand to hand money that would 
attend such use if the amounts involved were large and if 
the volume of exchanges were great. Indeed, in paying off 
the farm hands and in doing the town shopping the farmer 
finds a positive advantage in hand to hand money. But in 
a manufacturing and a commercial community where trans- 
actions are on a large scale, where the process of produc- 
tion is continuous, and where the number of exchanges is 
vast, hand to hand money would offer so many difficulties 
that it would be almost impossible to conduct business on 
the prevailing scale if such hand to hfind money were, in 
the absence of checks and deposits, the sole reliance as a 
medium of exchange. As economic conditions vary the 
relative demand for the different media of exchange is 
likely therefore to be variously distributed, and the devel- 
opment of the credit system will be affected accordingly. 
In general it may be said that as population increases in 
density, and as acquaintanceship and mutual understand- 
ing broaden, as production becomes more continuous, as 
exchange operations become more frequent and regular, and 
as the amounts involved become larger, and, finally, as 
banks themselves become more accessible, the situation as a 
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whole tends to become increasingly favorable for the devel- 
opment of the deposit and check system. 

Still other social factors that deserve mention in this other 
particular are the code of business morality, stability of ?,°"^* 
government and political security, the enforcement of law 
and the administration of justice. It ought not to be 
necessary to elucidate these in detail. The use of bank 
checks as instruments for carrying on exchange is, as we 
know, vitally dependent upon confidence.. Anything tend- 
ing to preserve or to intensify this confidence tends at the 
same time to facilitate the employment of deposits and 
checks. If the code of business morality is such as to put 
a high premium on honesty and fair dealing and a corre- 
sponding stigma on misrepresentation, failure to meet just 
obligations, etc., it makes possible a higher degree of con- 
fidence than could prevail if the moral standards of the 
business community were lower. Similarly, stability of 
government and political security are vitally essential to 
general confidence. How destructive to confidence and 
general economic prosperity instability of government and 
political insecurity can become was forcefully exemplified 
by the situation in Mexico during the recent disorder. 
Again, whenever a war scare has developed in Europe the 
peasants have systematically withdrawn their savings from 
the banks and have hoarded them, preferably in gold, in 
secret places at home. Lastly, the enforcement of valid 
contracts, the assurance that justice will be done in cases 
of misunderstanding or of conflict of rights, the protec- 
tion of property, the maintenance of peace, and the impar- 
tial and prompt enforcement of the law are usually indis- 
pensable to the preservation of confidence. Nothing is so 
destructive of confidence as anarchy and disorder. In 
times of turbulence banks close their doors, trade and indus- 
try are disrupted, and the consequent fear and uncer- 
tainty destroy the very possibility of credit. Moreover, 
governmental oppression and injustice have the same effect. 
It is only in communities where governments are not only 



82 



ORGANIZED BANKING 



Illustration 
from 
European 
history- 



strong but just, that a delicate, flower like credit can take 
root and come to bloom. 

As a broad illustration of the points that have here been 
discussed the development of the credit system in England 
as contrasted with that on the continent of Europe may- 
be briefly alluded to. It has been pointed out that the 
insular position of Great Britain has left her relatively 
free from the fear of invasion.^ For centuries no foreign 
soldier has put a foot on her soil. This freedom from an 
anxiety that has weighed more or less heavily on all the 
nations of the continent has stimulated a sense of security 
that has been of great moment in the development of the 
system of credit. Furthermore, her rich deposits of coal 
and iron enabled Great Britain after the invention of 
power machinery to take her position as leader in the 
industrial revolution of the nineteenth century. Her oppor- 
tunities in this respect were further accentuated by the 
fact that the other nations of Europe during the French 
revolutionary and the Napoleonic periods were almost con- 
stantly harassed by warfare. While Great Britain was 
interested and participated in the struggles, its participa- 
tion took the form of contributions of treasure rather than 
of men, and thus while Europe was a battlefield in which 
the best men of the continental nations were being offered 
as sacrifices, England kept her men busily engaged in the 
process of wealth production at home. With the over- 
throw of Napoleon her supremacy of the seas was undis- 
puted and since that time the maintenance of her navy 
has tended to preserve at home a comfortable assurance of 
absolute security. On the continent the situation in this 
respect has been entirely different. Wars have been fre- 
quent and a feeling of doubt and of insecurity has largely 
prevailed. The vaguest rumors of international difficul- 
ties have sufficed at times to stimulate general popular 
hoarding. The effect of such hoarding on the credit mar- 
ket is, of course, always costly and annoying. 

' Notwithstanding Zeppelins. 
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Furthermore the equable climate of most of England Is 
said to account for the Englishman's stolidity and even- 
ness of temperament. He is not easily excited or thrown 
into a panic. He is opposed to sudden or violent changes 
and has a great respect for precedent and the established 
order. Political changes have come slowly in England and 
only at rare intervals have there been serious disturbances. 
Moreover, as modern governments go that of England has 
been liberal and democratic. "While the law has been 
Btrictly enforced it has been impartially enforced. Secur- 
ity, justice, and order have thus for a long time encour- 
aged the Englishman's enterprise and have strengthened 
his confidence in the future. This enterprise and confi- 
dence naturally reacted on the development of the credit 
system. The English banking system has grown and ex- 
panded, until today it stands as the most marvelously 
complex and efficient system that the world has ever seen. 
On the continent the situation has been different. The 
temperament of the continental European is not like that 
of the Englishman. But, apart from temperament, exhaus- 
tive wars, political upheavals, and general economic back- 
wardness have on the continent put serious checks on the 
development of the credit system. Deposit bankiag grew 
up but slowly, and it is still largely confined to the com- 
mercial centers. The bank note remains, therefore, the 
preferred form of bank credit and in view of the strength 
of habit and tradition it will probably remain so for a 
considerable time to come.^ 

In view of the many intricate causes affecting the demand The de- 
f or bank credit considered as a whole as well as the rela- J?^"^ ^°^ 
tive distribution of demand between the two forms of that forms of 
credit, it will readily be seen that this demand is subject |f "i^^gg^'*^ 
to wide variation. The demand varies not only absolutely, to wide 
but relatively, and the purpose now is to bring this out fluctuation 
more clearly and to show that serious consequences may 

^ Strenuous efforts are now being made also in France to stimu- 
late the development of the checking system. 
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result from such variation unless provision is made to 
meet it. 

The demand for bank credit varies absolutely from place 
to place. This variation is due to the different social con- 
ditions that prevail in diiferent communities. Even as re- 
gards <!Smmunities in the same country the differences are 
greater than is ordinarily supposed. Not only are there 
usually fundamental economic differences, but the whole 
point of view differs. But, owing to the persistence of 
habit and tradition, it is probably safe to say that this 
place demand, from one year to the next is subject only to 
slow changes. 

Over short periods, however, in a given community there 
may be considerable variation from time to time. This 
might easily arise from the exigencies of the normal eco- 
nomic life. Where agriculture is the chief reliance of the 
people, production is bound to be seasonal. The demand 
for credit facilities would normally be heavier in the plant- 
ing and in the harvesting seasons than it would at other 
times. In the planting season the farmer needs seeds, fer- 
tilizer, new implements, and perhaps some stock. For these 
he has in most eases to depend upon his capacity to borrow. 
Similarly when the crop is harvested, but before it is sold, 
the farmer needs funds to pay off the hands, and, perhaps, 
to settle his account at the store. At other times, how- 
ever, his exchanges are few and his money needs are light. 
In industrial and commercial communities, on the other 
hand, the process of wealth production goes on day in and 
day out without prolonged interruption. Of course, even 
in manufacture and in commerce there are marked seasonal 
differences from one line to another, but in a community 
with diverse manufacturing and commercial interests these 
seasonal variations, coming at different periods for differ- 
ent trades, are likely to a considerable extent to offset each 
other. Hence the demand for credit facilities is apt to be 
more uniform in a manufacturing or commercial com- 
munity than in an agricultural community. Making due 
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allowance for possible offsets, however, absolute day to day 
uniformity in any community is out of the question. There 
is always some fluctuation even though the degree be rela- 
tively small and the average over an extended period re- 
main almost constant. 

Furthermore, there may arise at any time an unusual Unexpected 
situation which causes a violent change in the demand for situations 
credit facilities. An unexpected catastrophe like a eon- demand 
flagration or a flood may upset completely the ordinary 
processes of business and may profoundly affect the need 
for banking facilities. Such disorders must, of course, be 
regarded as exceptional, and since they ordinarily imply 
the complete dislocation of the normal life of the com- 
munity it is necessary all along the line to resort to heroic 
and unusual methods of readjustment. 

Within the limits imposed by absolute demand for bank The rela- 
credit in any community there is also an important varia- ^^nd^for 
tion in the relative demand for the two forms of that notes and 
credit. That is to say, there is no uniform apportionment ^^^"g*^ 
of the demand as a whole between deposits and notes. 
A change in this relative demand may proceed from basic 
changes in the economic life of the community, or from 
not uncommon changes in the disposition that is to be 
made of the borrowed funds. At one time for example 
funds may be borrowed in order to purchase raw material, 
at another time to pay wages. The funds for the raw 
material would probably be wanted in the form of deposits, 
while those for the wages would be wanted in the form 
of notes. 

Changes may arise also as a result of fluctuations in gen- Fluctua- 
eral confidence. Like other socio-psychological phenomena *'(,n"fld'"„(.e 
confidence is involved, more or less mysterious, and un- may cause 
certain. A hasty word may shake it and a baseless rumor changes 
destroy it. Yet the whole system of credit depends upon 
its preservation, and the height to which that system can 
develop is limited by the degree and scope of this under- 
lying confidence. 
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A falling off in confidence lessens the acceptability of 
the check as an instrument of exchange and usually in- 
volves an increase iri the demand for media of more gen- 
eral acceptability. Such a decline in confidence may grow 
out of a mistrust of individuals or out of doubt concern- 
ing the general business situation. Sometimes, for example, 
disquieting disclosures are made concerning important in- 
dividuals who have widespread and ramified interests. 
Grave neglect of responsibilities may be shown, or mis- 
management or dishonesty may be alleged. Disclosures of 
such a nature are almost bound to breed an infectious dis- 
quietude which may ultimately result in complete destruc- 
tion of confidence. Thus some superficial observers charged 
ex-President Roosevelt with the responsibility for the panic 
of 1907, because of his campaign against corporation evils. 
Such a charge could not, of course, be substantiated, but 
the mere fact that it was raised illustrates the point to 
which allusion is here made. Similarly if the general out- 
look is unpromising, if business seems to be falling off, or 
if war clouds are hovering on the horizon, confidence begins 
to wane. People are a little afraid of trusting each other 
too much and in general the serviceability of credit dimin- 
ishes. Hand to hand money then seems safer than checks 
and similar instruments. As a general proposition it may 
therefore be presumed to hold good that a decline in con- 
fidence carries with it some degree of shifting of demand 
from deposits to notes or to other forms of hand to hand 
money. 

In normal times the confidence underlying credit is in 
a state of flux. It tends first in one direction and then 
in another according to the shifting influences that are 
constantly playing upon it. Sometimes, however, the dis- 
quieting factors are so overwhelming that an almost com- 
plete destruction of confidence results. If the prostration 
of confidence is so complete that it involves the confidence 
in the banks themselves then the notes of the banks may 
lose whatever acceptability they otherwise enjoy, and the 
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whole surviving demand for a circulating medium and for 

a store of value may be thrown on gold or on the other 

forms of lawful money assumed to be equivalent to gold. 

Ordinarily, however, the shifting of demand is rarely so 

complete. There may be some readjustment all along the 

line but it is only isolated banks that suffer a complete loss 

of confidence. 

Inability to meet an expanding demand or impediments Inability 

in the way of issue of either form of bank credit may to^^e^t 

. ., . T-. 1 -• ■ . changing 

entail serious consequences. For those desirmg credit in demands 

any form and unable to obtain it the situation is alarming. J.!^.^ serious 

The normal conduct of their business may depend upon 

obtaining bank accommodation of an acceptable form. 

Stringency in the market for such accommodation is, 

therefore, bound to be costly and a source of anxiety. 

Keference has frequently been made in the previous dis- stringency 

cussion to the fact that modern business depends vitally ""settles 

business 
upon the use of credit. There are few business men who 

are not recurrently dependent upon the banks for ad- 
vances. The charge for such advances in the form of the 
"discount rate" is one of the expenses of production and 
as such every business man likes to have it as low as pos- 
sible. Stringency in the money market, however — as in 
the ease of any other market — tends to raise the price paid, 
namely, the discount or interest rate. Necessitous indi- 
viduals, pushed for funds, are forced to liquidate holdings 
of investments or of other forms of wealth at whatever 
terms can be obtained. Enforced liquidation of this kind 
may or may not be a good thing, but the point is that if 
it be sufficiently widespread, prices all along the line will 
tend downward. Falling prices, however, are the busiuess 
man's bugbear. They make him skeptical about the mar- 
ket for his goods and discourage him from attempting to 
enlarge his output. If the stringency be of great severity 
the forced liquidation and the ensuing timidity and alarm 
may undermine general confidence and may pave the way 
for a disastrous crisis. Stringency in the money market 
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is thus no minor matter. It is always accompanied by 
higher money rates and by declining prices, and, if it 
becomes acute, may result in panic. 

Impediments in the way of the inter-transformability 
of the two forms of bank credit may have a similar effect. 
As a practical matter the transformation of note credit 
into deposit credit involves no difficulty. The notes rep- 
resenting the more generally acceptable medium can easily 
be converted into the less generally acceptable form 
through the simple process of depositing. There has been 
no occasion for the public authorities to step in and inter- 
fere with this process. The transformation of deposits 
into notes, however, is a different matter. For reasons 
sufficiently discussed in an earlier chapter the state has 
almost everywhere thrown its protecting arm around the 
noteholder, and the particular measures of protection em- 
ployed have usually involved considerable restriction of/ 
the right freely to issue notes. But inability to issue notes 
when the demand for them increases tends to bring about 
a condition of stringency. 

An increase in the demand for hand to hand money is 
first indicated by a withdrawal of such money from the 
banks in the neighborhood where the increase in demand 
originates. It may thence be transmitted to banks in 
other neighborhoods. If the banks concerned may meet 
the increased demand through an enlarged issue of their 
notes the general credit situation, as far as they are con- 
cerned, remains the same as before. Other things being 
equal, as was shown in a previous chapter, it is, at a given 
moment, virtually a matter of indifference to a bank, 
which of the two possible forms its credit may take. But 
if it be impossible for the banks to increase note issue, and 
thus to transform deposits into notes, then the only alterna- 
tive that presents itself is the payment of "lawful money" 
drawn from the reserves. 

The money issued by the government and available by 
law for reserve purposes is at any given moment being 
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used in one of three ways. It may be used in transacting inability- 
exchanges; it may be used in the pockets of the people to'^sue 
and in the tills of storekeepers as a store of value, or it needed 

may be found in the vaults of banks or similar institutions th''°^^J^''^ 
„ T m, , -I . -. demand on 

as a reserve tor credit. The last named use, notwithstand- reserve 

ing its great economy, is, however, subservient to the other "noney 
two. It is a residual use, for only such money not wanted 
as a medium of exchange or as a store of value flows into 
the banks for reserve purposes. In the same way, in any 
necessary readjustment between these uses, the credit use 
must give way, to the other two. The success of the whole 
credit system depends upon maintaining this sub- 
serviency, — namely, upon meeting with lawful money all 
obligations to pay this money when such obligations are 
presented for payment. When, therefore, there arises an 
increased demand for hand to hand money, as normally 
evidenced by a withdrawal of bank deposits, and when it 
is impossible for banks to meet this demand with an in- 
creased issue of their own notes, there is no alternative 
for them but to draw on the cash reserves in theij* vaults. 

The depletion of reserves, however, carries with it a Depletion 
necessary curtailment of credit. It was shown in a previ- "^ reserves 
ous chapter that a dollar added to the reserves adds from curtailment 
two up to ten dollars to the bank's loanable resources, of credit 
Similarly, every dollar withdrawn from reserves necessi- 
tates a corresponding contraction of such resources. In 
the face of withdrawals of cash the banker is forced to 
call in loans subject to call; maturing loans are not re- 
newed and applications for new advances are severely dis- 
couraged. In other words a stringency in the money mar- 
ket is brought about, and, as described above, discount 
rates advance, liquidation is forced, prices drop, and even 
panic may ensue. 

Panics are, of course, both directly and indirectly costly. Panics and 
The very word is the antithesis of the confidence under- f^^l°^^^l. 
lying the credit upon which modern business is so largely are costly 
dependent. The prostration of confidence and credit today 
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means as well a prostration of business. Hence there 
usually follows in the wake of a panic a more or less pro- 
longed period of business depression. Wealth production 
is curtailed, hardship and misery are endured, and only 
after a considerable lapse of time is confidence renewed 
and courage restored. The big cost to society is made up 
not so much of wealth destroyed, because there is no neces- 
sary destruction of wealth in the severest panic, but rather 
of the wealth that might have been, but was not, produced. 
But when closely regarded every stringency bears all the 
earmarks of a full-fledged panic. The difference between 
the two, while large, is as far as effects are concerned, 
simply a difference in degree. Every stringency carries 
with it the necessity of some liquidation and some read- 
justment, and during such a stringency optimism is in 
some degree restraiaed and production in some measure 
curtailed. "Were it possible to provide against them, it 
would be eminently desirable to avoid both stringencies 
and panics. 

It may be concluded, therefore, that bank credit will 
function most efficiently when provision has been made for 
a reasonable expansion of both forms and for a ready 
transformation of one form into another. 
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CHAPTER V 

ELASTICITY OP BANK CREDIT: 
OVEREXPANSION AISTD CONTRACTION 



While on the one hand it is desirable to guard against 
the Scylla of stringency, on the other there is a Charybdis 
that is equally threatening, namely, overexpansion. Over- 
expansion is dangerous because it may lead to an inflation 
of prices, to an unproductive investment of capital and 
to a weakening of reserves to such an extent that the whole 
credit superstructure is undermined. 

The acceptability of bank credit as a substitute for 
money depends upon its instant convertibility into money. 
As was previously shown, the preservation of confidence 
in this convertibility is contingent upon the maintenance of 
adequate cash reserves. The potency of any given sum 
of cash reserves depends obviously on the ratio of such 
cash to the total liabilities resting upon it. This ratio is 
usually expressed in rates per centum. When in any case 
the percentage of cash reserves held by a bank against its 
demand liabilities falls below the point at which the re- 
serves suffice to guarantee the convertibility of the liabili- 
ties, the bank is said to be overextended. The same thing 
may be true of the community as a whole, that is to say, 
there may be a general overextension or overexpansion of 
credit. 

Overexpansion involves also the question of the security 
lying behind credit. Cash reserves guarantee the immedi- 
ate convertibility of credit, but its solidity as a whole de- 
pends upon the other assets besides cash upon which it is 
based. For demand liabilities these assets must be of the 
most liquid character, of a character, namely, that implies 
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self-liquidation or that involves ready salability. More- 
over, the underlying assets must be sound. The liquida- 
tion of the obligations payable to the bank as they mature 
from day to day, is essential to the preservation of the 
bank's own credit. Any extensive collapse of the under- 
lying individual credit implies an almost inevitable break- 
down of the superimposed bank credit. Where individual 
credit is buttressed by collateral security, the security must 
not only be readily salable but also salable at a price which 
will amply cover the credit extended. The process of ex- 
tending credit by a bank involves, as a practical matter, 
making available for exchange purposes wealth yet to be 
produced or existing wealth offered as collateral. Hence 
there is always the possibility of extending more credit 
than is actually warranted by such wealth. Any excess 
must be made good., It may ultimately be made good by 
the debtor out of other assets, or it may be made good by 
the bank itself out of profits or out of capital and sur^ 
plus, but in the first instance because of the immediate 
guarantee function of the reserves excessive extension of 
credit represents an additional burden on reserves. 

One of the dangers involved in overexpansion, it was 
said above, is the inflation of prices. Professor Laughlin ^ 
maintains that "normal" credit does not influence prices 
at all, but he, together with almost all other authorities, 
admits the stimulating effect of excessive, or what he calls 
"abnormal" credit. Convertible credit in the control of 
a prospective purchaser of goods would seem to be as 
potent as gold itself in affecting the demand for the goods 
purchased. By means of credit advances on certain goods 
as security, these goods are made the source of a demand 
for other goods. This demand, in the absence of credit, 
could not have arisen unless the goods acting as a security 
had first been sold, or unless they were offered in direct 
barter for the goods purchased. Similarly, the extension 
of credit without any security but based only on expected 
' J, L. Laughlin, The Principles of Money, ch. 4. 
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production in the future has the effect of adding the future 
wealth to the wealth which is the source of present demand. 
It is, of course, true that demand and supply, considered 
in the large, are simply obverse sides of the same thing, 
but it is also true that the "supply" here involved is not 
the potential but rather the active supply, namely, that 
which is directly involved in the process of exchanging. 
Wealth hidden or buried cannot be a source of demand for 
other wealth. When, however, wealth is bartered or sold, 
or when credit is extended on it, it becomes a source of 
demand. Hence any extension of credit tends to intensify 
demand for the goods to the purchase of which such credit 
is directed, and, unless there is a corresponding offset on 
the supply side, the normal outcome of the increased de- 
mand is an upward tilt in the price of the goods con- 
cerned. The effect on general prices will depend upon the 
volume of the new credit and upon how widely it is diffused. 

An instantaneous and uniform increase of prices all Prices do 
along the line, if such a thing were conceivable, would not "n*for^"]^^ 
seem to be a circumstance of particular importance. If all or instan- 
prices were exactly doubled and if all money incomes were t^neously 
similarly doubled it would apparently make little differ- 
ence to anyone. But the difficulty in practice is that it 
is impossible to get an instantaneous and uniform price 
readjustment. Price readjustments come about only 
through involved changes in the buying and selling oper- 
ations actually going on in society, and a change in the 
price of a single commodity carries with it, theoretically, 
not only a realignment of wants, but also a consequent 
reordering of the whole distribution of the social divi- 
dend. When credit is expanded the goods that increase 
in price are those which first feel the impact of the new 
•credit demand. These goods are usually the commodities 
which, like stocks, wheat, cotton, etc., are dealt in on the 
organized speculative markets. Such markets are more 
directly and intimately connected with the money or credit 
market than are others, and changes in the credit situa- 
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tion are consequently first reflected there. Then, depend- 
ing upon the strength of the original influence and upon 
the readjustments that are induced, the changes in price 
tend to be carried, like the concentric waves on the sur- 
face of the water, to the outermost margin of the inter- 
related economic interests. 

This protracted and uneven readjustment of prices, 
apart from final general inflation, may itself involve cer- 
tain serious consequences. In the first place, an increase 
in the price of a given commodity may be interpreted by 
those engaged in its production as an indication of an 
increased demand for such commodity, and such producers 
are accordingly led to take advantage of the supposed 
increase in demand by increasing their output. In the 
final outcome, however, there may not as a matter of fact 
be such an increase in demand, indeed there may even be 
a falling off. To the extent that there is increased pro- 
duction to meet a falsely conceived increase in demand 
there is maladjustment of production that can have only 
unfortunate results not merely for those immediately con- 
cerned but finally also for all society. 

Another source of possible difficulty is to be found in 
the fact that some incomes are fixed or are slow to respond' 
to changes in price. A rise in prices is a real hardship 
to holders of bonds and similar securities bringing in a 
fixed money return, because, with rising prices, fewer and 
fewer things can be purchased for a fixed money sum. 
Then it is usually conceded that wages respond but slowly 
to changes in the price level, and, in so far as that is the 
case, it means that with rising prices of the goods pur- 
chased by laborers, the "real wages" of labor tend to 
diminish. Similarly, a rise in prices may involve a scaling 
down of debts, as far as real command of goods is con- 
cerned, and this is held to be an injustice to creditors. 

The greatest danger of overexpansion, however, is that 
inflated prices stimulate unhealthy speculation, which 
causes capital to be diverted into unproductive chajjnQlg 
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and which usually ends with panic and depression. Rising 
prices have a stimulating effect on all business men. "With 
prices moving upward eonjSdence in the future is greatly- 
strengthened. Output in, established enterprises is in- 
creased and new ventures are seized upon with avidity. 
Difficulties are discounted while promise is magnified. In 
short, rising prices, irrespective of causes, are pretty gen- 
erally considered to be synonymous with prosperity. 

But the confidence that characterizes boom times is not Speculation" 
discriminating. It sheds its effulgence on the bad as well ^^^^^ *" 
as on the good. Ventures that in saner moments would production 
be regarded with circumspection are entered into by other- 
wise conservative men with uncritical assurance. Cre- 
dulity seems at such times to displace sober and searching 
judgment. A fever of speculation sets in. Initiated in 
first instance, perhaps, by a rise of prices, speculation 
tends to carry prices still higher, and then feeding on 
what it creates it grows ever stronger and more violent. 
Capital is overinvested in many lines and completely mis- 
invested in a few. Obligations are assumed that can never 
be met. Finally, somewhere in the mutually sustaining 
threads of the complicated credit network, a break occurs. 
Some big firm fails. The credit structure crumbles. Prices 
tumble headlong. Economic production comes almost to 
a standstill. Thousands are ruined. Optimism is engulfed 
in gloom. Then little by little confidence is restored, the 
outlook becomes favorable and the situation again 
approaches normal. The price that is paid for such a 
wholesome chastening is, however, incalculable. The 
chastening should never be necessary. 

But how to avoid it? There is the rub. Speculative Expansion 
fevers have come and have gone in more or less frequent °^ credit 
if not regular cycles in the past.^ Numerous theories have be con- 
been advanced to explain them, and equally numerous pro- trolled 
posals for preventing them have been advocated. No 

' For the most scholarly discussion of business cycles that ia 
pow available see Wesley C. Mitchell's Business Cycles, 
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attempt is going to be made in this place to expound an- 
other theory or to advocate another remedy. But what it 
does seem necessary to say is that, to the extent that it 
is possible to make provision against it, undue expansion of 
credit should not be added to the elements which, when 
appearing concurrently, provide the congenial environ- 
ment for the development of speculative manias. 

There is, however, no divine intelligence to which appeal 
can be made to ascertain when undue expansion has set in. 
Purely human agencies have to be relied upon, and these 
are at best never certain or infallible. The accepted test, 
however, so far as the banks are concerned, is the relation 
between liabilities and reserves. Experience teaches what 
the normal relation ought to be. For individual banks or 
for particular communities there may be, as will be shown 
presently, an automatic checking up. But for the nation 
as a whole, there ought to be somewhere an agency strong 
enough to hold the situation to the normal, when, con- 
sidering all the circumstances involved at a given moment, 
there seems to be a tendency toward departure from normal 
in the direction of credit inflation. 

Inflation may, however, develop passively as well as 
actively. That is to say, if credit is not promptly with- 
drawn from use as the need for it declines a relative excess 
may remain in existence even though such excess was not 
in first instance intentionally created. Bank credit can 
originally be expanded only if there is a demand for it. 
The demand for it, as has been seen, is a complicated mat- 
ter of confidence, business outlook, etc. The bank may stim- 
ulate demand by offering accommodation at low rates, but 
before general expansion can take place the other circum- 
stances involved must also be favorable. In times of shat- 
tered confidence the lowest rates offer little inducement 
to borrowers. But when attendant circumstances are fa- 
vorable it is possible for the bank to increase its obligations 
to a point which involves dangerous inflation. On the 
other hand, it has already been explained that deman^ for 
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bank credit does not remain constant, that there are normal 
increases in demand and normal decreases. It is under- 
stood also that the expansion of bank credit to meet an 
increase in demand is, leaving possible legal restrictions 
out of account, within the bank's control. Contraction of 
bank credit when demand falls off, however, is not neces- 
sarily within the bank's control. Contraction is possible 
only when those who hold the instruments by means of 
which bank credit is brought into use return them to the 
bank. 

The return of bank checks and bank notes — ^which are 
the instruments by means of which bank credit is brought 
into actual service — may be effected in several ways. They 
may be redeemed in cash, they may be used to liquidate 
an obligation owing to the bank itself, or they may simply 
be deposited for credit. Whichever of these expedients 
may be employed the fact remains that the bank credit 
represented by the instruments involved has been with- 
drawn from use, or, broadly speaking, has been 
"redeemed." 

On any given level of prices the use of credit beyond Gold may 
the need for it as an addition to the available media of Reexported 
exchange carries with it the impounding in reserves of 
the money which the excessive credit displaces. But money 
will not remain so impounded. Where there is not a suffi- 
cient demand for credit to permit bankers profitably to use 
their funds in the home market, they will, through oper- 
ations in the foreign exchange market subsequently to be 
explained, transfer such funds to the markets where higher 
rates are obtainable. If the influence is strong enough the 
result is an exportation of gold. 

Such a loss of gold is, however, a serious matter. Assum- Forcing 
ing that the country had only its normal proportion to put gold 
begin with, the displacement of gold by credit carries with carious 
it a weakening of the ultimate reserves for all credit. More- matter 
over, it is a weakening that is more hazardous than that 
which results from positive expansion because in the latter 
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case reserves can be strengthened by a simple contraction 
of liabilities whereas, where gold has been exported, re- 
serves can be restored to normal only through reimpor- 
tation. 

After a certain point has been reached a weakening of 
reserves necessitates a halt in the further extension of 
credit by the banks. This might appear to be desirable, 
but should an increase in demand be felt, necessitous bor- 
rowers would find it difficult to obtain accommodation. 
Holders of bank liabilities might also become apprehensive 
about the continued convertibility of their claims, and 
might therefore demand that they be redeemed in cash, 
thus further weakening reserves. Contraction and liqui- 
dation may be forced in this way, but it is not a normal 
contraction. Industry is interfered with, and, should a 
general loss of confidence develop, the effect is likely to be 
cumulative and a situation bordering on panic may result. 

There are thus two kinds of overexpansion. The most 
virulent is that which grows out of a rapid multiplication 
of credit facilities , and which carries with it the over- 
valuation of goods in terms of money. The other is pas- 
sive and grows out of the failure of credit to contract 
when demand falls off. This carries with it an under- 
valuation of money in terms of goods. The difference be- 
tween them is that in the first ease the price level will 
necessarily be high while in the second case an unduly high 
price level is not a necessary consequence. But there are 
the other consequences which in both cases are positive and 
serious. Hence, just as active overexpansion is to be 
guarded against by restraining credit, provision must be 
made against passive overexpansion through facilities per- 
mitting rapid redemption. 

A careful examination of the nature of the deposit and 
of the check which is based upon it, will show that speedy 
redemption may, in this form of bank credit, be expected 
as a matter of course. 

In the first place it may be pointed out that there is a 
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strong incentive to the owner of a cheek either to present 
it for payment to the bank on which it is drawn or to 
deposit it in his own bank. The reason for this is that 
until the check is so presented the holder can never, be sure 
of its validity. The drawer may not have an account ; or, 
if he has, he may have overdrawn it and other of his checks 
presented first may get an unwarranted preference. Then 
too there may be some doubt about the bank itself, although 
this is not likely in normal times to exercise any consider- 
able influence. But certainly a check for an uneven 
amount, transferable only by indorsement is not, as was 
previously explained, nearly so convenient a medium for 
further payment as is the easily divided deposit-balance 
which the deposited check serves to strengthen. Finally, 
it may be pointed out that the law requires the presenta- 
tion of the check for payment within a reasonably short 
time after it has been received, and the owner jeopardizes 
his legal claim against the maker if he holds the check 
too long. Experience proves that all these things taken 
together act as a strong, stimulus to the individual holder 
of a check to get it back for collection as soon as he can. 
In the second place it may be mentioned that there is 
an equally strong incentive for banks receiving as deposits 
checks on other banks to present such checks for collec- 
tion within the shortest possible period. Here again the 
impelling reasons are not unlike those operative in the case 
of the individual. The receiving bank knows in the first 
place that a good many checks drawn by its own depositors 
wiE be presented for collection by other banks. The more 
checks that the receiving bank can itself present on such 
other banks the more completely can it offset their claims. 
Here too the law requires reasonably rapid collection and 
the depositor may hold his bank responsible if it fails with 
reasonable promptness to collect the cheeks deposited with 
it. Furthermore, the failure to present checks may injure 
the receiving bank's position as a creditor. Each bank 
knows, whatever be the circumstances in a particular case. 
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that all other banks will present all their claims against 
a given bank as soon as possible. Any withholding of 
claims, irrespective of the motives involved, would con- 
.stitute a sacrifice not in favor of the bank liable for the 
claims withheld but rather in favor of the other creditor 
banis. The bank withholding some of its claims would 
thus strengthen other creditor banks at its own expense. 
All things considered, therefore, there is a powerful incen- 
tive to banks to present all checks for collection at the 
earliest possible moment. 

When there is a regular clearing house, with frequent 
clearings, the process of collecting is greatly expedited. 
Each bank sends to the regular clearings as many items 
against all the other banks as it can possibly gather to- 
gether. Such items are recorded as credits on the clearing 
sheet. But to the banks from whom payment is due such 
items constitute debits. Hence in a particular case a bank 
will have a series of credits made up of the items collectible 
from the other banks and a series of debits made up of the 
items payable to the other banks. Payment in cash or its 
equivalent is made only for the difference between credits 
and debits. The result is that the process of collection is 
not only expedited but it is also stimulated. 

Here may be indicated the important fact that speedy 
redemption at the clearing house exerts a very wholesome 
restraining influence on the individual bank that mani- 
fests a tendency to expand its credit beyond that deemed 
wise by the other banks in the system. This influence arises 
from the fact that an expansion of loans in the shape of 
deposits is normally followed by an increase in the abso- 
lute number and total amount of checks drawn by a bank's 
depositors. As these checks largely get into the hands of 
other banks, an increase in their number and total amount 
means for the bank concerned an increase on the debit side 
at the clearing house. If for any extended period a bank 
has considerable debit balances to meet, its reserves will 
eventually be depleted to the point where the only alterna- 
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tive to disaster will be contraction. Hence the necessitj^ 
of regularly meeting clearing house debit balances acts as 
an automatic check on individual banks against over- 
expansion. 

But what happens if all the members of a clearing house' it exercises 
overexpand their credit in the shape of deposits? In such ^i""/'" 
a case of general expansion there is no check as far as the the banks 

individual community is concerned. The expansion of a °^ ^ 

. . ^ community 

given bank results, it is true, m a larger volume of debit 

items at the clearing house, but, if the expansion is gen- 
eral, a particular bank will in all probability receive as 
deposits a larger volume of cheeks on the other clearing 
house banks, and these checks act as an offset to its own 
debits. While expansion for a single bank tends to in- 
crease debits at the clearing house, general expansion 
increases credits as well. Under general expansion the 
balance may remain practically undisturbed and the net 
result may be simply an enlarged business on a smaller 
margin of reserve. 

In so far, however, as the banks of one community have 
a considerable volume of dealings with banks in other com- 
munities inter-community clearings have a restraining in- 
fluence on a whole community in much the same way that 
intra-community clearings influence the individual bank. 
The more thoroughly organized the domestic system of 
clearings is the less likely is there to be any purely local 
overexpansion, because local overexpansion is bound to 
result for the community concerned in an increase in debits 
in inter-community relations. The outcome of this is sure 
to be in turn depletion of reserves and a consequent neces- 
sity for contraction. 

But, proceeding further, suppose that there be national ininter- 
overexpansion — as there has been several times in the "^gj,""^^ 
United States — what restraints are provided? . Inter- relations 
national clearings undoubtedly provide a final check, but ^°^^J^°°' 
the greater friction involved in the exchanges between necessary- 
nations as compared with the exchanges between domestic 
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eommtmities renders the operation of this check uncertain 
and precarious. The flow of funds is not easy enough or 
in sufficient volume to check national overexpansion until 
a point is reached where, through loss of gold, the whole 
national credit superstructure is threatened with collapse. 
In order to check national overexpansion before credit is 
strained to the breaking point some reliance other than 
that of international clearings must be sought. 

Turning now to a consideration of the bank note from 
the point of view of redemption it will be found that the 
nature of the bank note is such as to retard rather than ■ 
to stimulate redemption. As already explained there are 
three ways in which the credit represented by the bank 
note may be liquidated. The holder of the note may pre- 
sent it to the issuing bank or to its responsible agent for 
redemption in standard or other "lawful" money. Or, 
secondly, if the holder of the note be himself a debtor of 
the issuing or of another bank he may use the note in liqui- 
dating his own indebtedness. Thirdly, the holder of the 
note may be a bank depositor and may utilize the note in 
increasing, his deposit. These may now be separately con- 
sidered. 

What inducement is there for the holder of a bank note, 
not himself a bank debtor or depositor, to present the note 
for redemption in standard or lawful money? Unlike the 
check resting on a bank deposit the bank note is the em- 
bodied promise of the bank itself to pay, and to the extent 
that the bank is more widely and more favorably known 
than are the individual depositors the note is more secure 
than the check, and it enjoys in consequence a more gen- 
eral acceptability. Hence there is little incentive from the 
point of view of security for the noteholder to redeem 
the note. Furthermore bank notes are usually issued in 
convenient denominations of regular multiples of the 
standard unit, and they become therefore just as con- 
venient for exchange purposes as standard money itself. 
[Where paper money is preferred to coins they may be 
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even more convenient. There would be, in consequence, 
little reason from the point of view of convenience to 
insist u^on redemption. Consequently, it may be said that, 
since for the purpose of transacting exchanges or for stor- 
ing value bank notes are generally as satisfactory as stand- , 
ard or lawful money, there seems to be little reason to sup- 
pose that noteholders not bank debtors or depositors will 
present their notes for redemption. 

It may next be supposed, however, that the noteholder is Or to select 
himself a debtor of the bank and the question can then deb°to^'' 
be asked what likelihood is there of the credit represented the bank 
by the note being redeemed? Here, of course, the chances 
of redemption are greater. But here too it must be recog- 
nized that not all noteholders are bank debtors and that 
there is no special inducement to the noteholder to use 
the bank notes rather than other forms of money or credit 
in liquidating indebtedness. If he be not a bank de- 
positor he will in all likelihood simply count out the neces- 
sary sum from whatever funds first come under his hand. 
The average individual, especially if there be government 
notes as well as bank notes, does not discriminate between 
the different kinds of money. The redemption of the bank 
note in this case is then a matter of chance. It will all 
depend upon what proportion of the total general currency 
supply the bank note issue constitutes. 

The third possibility concerned the use of the bank note Or to select 
in making a deposit. If the noteholder be a bank depositor ^ ^ep^it^ 
the probability of redemption is greater than in the previ- 
ous case. But here too it must be recalled that bank notes 
do not only get into the hands of depositors, and, further, 
that even bank depositors need a certain amount of hand 
to hand currency. According to the ratio of bank currency 
to total currency supply, therefore, the bank note is just 
as likely to be retained for pocket or till money purposes 
as is other money. Moreover, as a corollary it may be said 
that, according to the ratio referred to above, other forms 
of money are just as likely to be used in making cash de- 
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posits as are bank notes. Complications must be taken into 
account in connection with the second and third possibili- 
ties here discussed. The noteholder who is a debtor of or 
a depositor in a bank is not necessarily — and in most cases 
is not usually — a debtor of or a depositor in the bank 
issuing the notes he holds. In other words even wbere 
bank notes are paid into banks they are not necessarily 
paid directly into the issuing banks. Whether the credit 
represented by the notes will be redeemed or not when the 
notes are paid into banks other than the issuing bank de- 
pends upon the legal position of the notes. If the receiving 
banks may again pay out the notes, or if the notes may be 
considered a part of the lawful reserves, there is no incen- 
tive to the banks to collect or "clear" notes as they do 
checks. 

Taking notes as a whole, therefore, it will probably be 
conceded that their nature is not such as to warrant the 
hope of speedy redemption. Pressure of some kind must 
be brought to bear on them if their overexpansion is to be 
guarded against. As here too overexpansion is a question 
of the relation between reserves and liabilities this pres- 
sure may be exerted in several ways, namely by expediting 
redemption, by limiting issue or by regulating reserves. 
As the best means to be employed in this connection de- 
pends upon a variety of considerations affecting the organi- 
zation of the banking system as a whole the further dis- 
cussion of the matter may profitably be deferred. 
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CHAPTER VI 
DOMESTIC CLEARINGS AND EXCHANGE 

The process of clearing involves a balancing of recipro- Clearing 
cal liabilities with ultimate delivery in cash or its equiva- |.he°offset 
lent only of differences. If reciprocal claims of any kind of recip- 
are to be brought together for the purpose of offset, some ??,':^J ''^' 
kind of machinery for the realization of this object must 
be provided. Those possessing or holding reciprocal claims '^^^ ""^^'P" 
may come together in person and thus by agreement offset must be 
their respective claims, but where the claimants cannot brought 
come together personally some agency must be provided 
to act as an intermediary between them. Moreover, where 
the several claimants come together personally any differ- 
ences obtaining between their claims can be easily settled 
with cash or with the delivery of whatever the nature of the 
claims may require. But if an interin^diary must be relied 
upon in the clearing process such intermediary must either 
hold proper funds for all whose reciprocal claims appear 
in the clearings, or it must be in position to collect from 
them any debit balances that may arise. In other words, 
the process of clearing requires not only a means of bring- 
ing together the reciprocal claims, but also a means of mak- 
ing delivery of whatever the claims may require to cover 
the amount of possible differences. 

Clearing is applicable to all kinds of transactions involv- The process 

ing reciprocal liabilities. 1 Thus on the New York Stock '^ widely 

/ - applicable 

Exchange there is a clea^'ing house which handles all the 

transactions of the brokers for the day. In the Stock Ex- 
change Clearing House the broker makes or accepts de- 
livery only of the difference between sales and purchases 
of any particular stock, and in cash only of the difference 
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between total sales and total purchases. The installation 
of the clearing system on the stock exchange greatly ex- 
tended the possibilities of the brokers' business. In like 
manner the English railways maintain a clearing house to 
handle the numerous reciprocal claims growing out of the 
transshipment of persons and of freight over their several 
lines. This has greatly simplified their accounting. 

In the banking field reciprocal claims arise among the 
banks through the depositing by clients or through the 
payment by debtors of checks, drafts, etc., and of bank notes 
drawn on or issued by banks other than those in or to 
which the deposits or the payments are made. The recip- 
rocal claims among banks are, of course, money claims, 
and the settlement of differences arising between such 
claims would thus require the payment of money or of 
that which might constitute a satisfactory alternative. 

Clearing in the banking field may be classified as local, 
domestic-intercommunity and international. These may 
be considered in turn, although the subject of international 
clearing is in some particulars so distinctive that it will 
be independently discussed in the following chapter. 

Local clearings concern the offsetting of reciprocal claims 
by banks in the same community. This is the more familiar 
type of clearing handled by clearing houses in all our 
large cities. Most of the claims handled in local clearings 
grow out of local business relations. In cities in the United 
States, for example, a considerable proportion of the total 
business grows out of transactions between the residents 
of the city. The payments back and forth that are made 
as a result of such transactions, in so far as they are made 
through banking instrumentalities, appear to a consider- 
able extent in the bank clearings. Some of the claims may, 
however, arise outside and may appear in the local clear- 
ings as a result of transfer. 

Local clearings, as already indicated, are today handled 
in the main through organized institutions known as 
"clearing houses." This system is practically one of 
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directly bringing reciprocal claimants together. In the 
settlement of differences payments may be directly made 
by the ultimate debtor or indirectly through an officer or 
department of the clearing house. Moreover, such pay- 
ments may be in actual cash, as in New York, or simply 
in drafts on other centers or institutions. A good many 
interior towns in the United States employ drafts on New 
York. English banks in London use Bank of England 
cheques. In Boston, where clearing is handled through 
the federal reserve bank, checks drawn on the reserve bank 
are depended upon. In some cases also systems of loans 
of one kind or another have been devised. 

The nature of the claims handled in a local clearing 
house wiU depend upon the rules of the particular insti- 
tution. Where there are many clearing houses, as in 
the United States, numerous differences appear in such 
rules. The bulk of the claims, however, arise through the 
depositing of checks which, as already indicated, consti- 
tute in growing proportion the currency of business.'^ 

Domestic-intercommunity clearings concern the off- Domestic- 
setting of reciprocal claims held against each other by '"^^'j^'"" 
banks in different communities of the same country. The clearings, 
factor of distance and the lack of formal organization 
naturally add elements of complication not found in purely 
local clearings, although in both cases the general object 
aimed at is the same. 

The basis of these intercommunity bank claims is the The basis 

great variety of economic transactions arising between in- of mter- 

. . mi 7 I! 1 community 

dividuals in different communities. The volume oi such claims is 

claims has steadily increased with growing division of labor ?°"n? *" , 
. ■■ rr.1 ■■ T • ii 1 1 individual 

and with expanding trade. The general trend m the devel- business 
opment of the economic life of a country like the United relations 
States has been toward territorial specialization, and this 
has greatly increased community interdependence with a 

* The subject of clearing houses is fully and authoritatively dis- 
cussed in H. J. Cannon's Clearing Bouses, Publications of the 
National Monetary Commission (U. S.). 



108 



ORGANIZED BANKING 



Intercom- 
munity 
business 
gives rise to 
" credits " 
and to 
" debits " 



The claims 
have dif- 
ferent 
sources 



consequent development of intercommunity trade. This 
trade, moreover, has relied increasingly on banking means 
of payment, and the outcome has been, therefore, a rapid 
expansion of intercommunity bank claims. 

It is hardly necessary in this place to set forth at length 
what is comprised in modern trade between different locali- 
ties. Suffice it to say that it involves practically the same 
elements that are usually referred to in the analysis of 
international trade. The most obvious element is the pur- 
chase and sale of commodities. Next would come the pur- 
chase and sale of securities. As a third broad class would 
come the services rendered for salaries and wages, while 
in a fourth category could be included loans of all kinds. 
Of course, at any given moment the situation as between 
any given community and other communities is likely to 
be very complex. Some residents of the community are 
purchasing goods outside while others are selling, some are 
acquiring securities while others are disposing of them, 
some are rendering services while others are under obliga- 
tion for services rendered, and, finally, some are lending 
to those outside while others are borrowing. But if such a 
complex situation could at any given moment be completely 
canvassed it would be found that all the individual oper- 
ations could be classified under one of two heads, namely, 
"credits" or "debits." The credits underlie the claims 
held by the banks of a given community against banks in 
other communities. The debits, on the other hand, underlie 
in like manner the claims held by outside banks against the 
banks of the community under consideration. 

While the basis of intercommunity bank claims is to be 
found in the economic transactions arising between indi- 
viduals in different communities they do not all originate 
in exactly the same way. It is possible for example for 
a depositor in a bank in a given community to deposit 
bank notes obtained in the course of the day's business but 
originally issued by banks elsewhere. To the amount of 
such notes the bank receiving them would then have a claim 
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against the banks of issue. But the bulk of the claims arise Bank 
in connection with checks, promissory notes, drafts, and "°*^^' 
bills of exchange. ^ c ec s, e c. 

Considering a single transaction between residents of Debtor or 
different communities there are several ways in which as creditor 
far as the principals are concerned, the obligation arising the^nUia- 
between them may be settled. Assuming the payment to ^'^^ 
be due, the debtor may draw a check on his own bank and 
remit to his creditor in the distant community. Or the 
debtor may go to his bank and obtain from it a draft drawn 
in favor of the creditor on a bank in the creditor's com- 
munity or on a bank in such other community as may for 
the purpose be acceptable to the creditor. In these two 
cases the debtor is assumed to take initiative. It is pos- 
sible, however, that the initiative be taken by the creditor. 
He may himself draw a draft on the debtor for payment, 
which draft may be sent direct or which may, through 
indorsement, be transferred by the creditor to his bank, 
which thereupon undertakes to collect it for him. These 
drafts are generally known as domestic bills of exchange, 
although less generally so in the United States than in 
Europe. Or it is possible that the creditor deposit for 
collection, before or at maturity, a promissory note or simi- 
lar instrument given by the debtor. Of course, the bill 
of exchange or the promissory note accepted or given by an 
individual, is not of itself a claim against a bank. It yields instruments 
a claim against a bank only when the debtor pays it with ^^g^^^^g 
cash or with a check. The amount involved then becomes affect the 
a claim by the creditor's bank against the debtor's bank, ^^^^y^^*^ 
or at any rate against the bank which effected the collec- 
tion. Moreover while such drafts, bills of exchange, etc., 
may be immediately payable, as with "demand" or "sight 
bills," or while they may be payable only after a lapse 
of time, as with "time bills" it is, of course, only the 
demand or sight and the matured time instruments whicli 
affect the immediate situation. 

The actual clearance of reciprocal intercommunity bank 
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claims involves two questions: 1. What method is em- 
ployed for bringing together the reciprocal claims? 2. 
How are the final balances settled? 

As already indicated the claims must be brought to- 
gether either directly or indirectly. Under the direct 
method some form of organization resembling the clearing 
house in local clearings would be necessary. Here the bal- 
ances alone would be remitted for. So far as is known 
no such fornial organization has anywhere been attempted, 
the great difficulty in the way being the necessity for veri- 
fying in first instance the validity of the claim. A bank 
does not, for example, wish to be charged for a check not 
validly drawn by its depositor. Under the indirect method 
all items are sent to their ultimate destination for collec- 
tion, and remittance in satisfactory form is sent. Here 
clearing works out indirectly because there is no conscious 
balancing of debits with credits. Yet through the employ- 
ment of forms of remittance which involve simply a trans- 
fer of the original claims to a common intermediary, the 
great end of clearing, namely, the offsetting of debits with 
credits, is more or less completely achieved. 

The machinery employed for transmitting claims in inter- 
community clearings varies from country to country and 
in the United States even from city to city. Each bank 
holding claims against banks in other communities may 
itself undertake to send out for collection the instruments 
which embody such claims. On the other hand the local 
clearing house may undertake to make all foreign collec- 
tions for its member banks. Again under a centralized 
banking system the central banks may be relied upon. 
Thus under our Federal Reserve System the reserve banks 
are to some extent constituting themselves collection agen- 
cies for their member banks. The machinery employed, 
while representing an important question of economy of 
procedure, is not, however, of great significance in con- 
nection with the achievement of the ultimate object of 
clearing. 
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The second question referred to above (namely, how are 
the final balances settled?) is the more important. Inter- 
community bank claims are, of course, claims to cash. But 
the whole object of clearing is to eliminate the expensive 
necessity of remitting cash for each claim. Yet under the 
indirect system of bringing debits and credits together 
something must be remitted which will directly or in- 
directly serve the bank equally as well as cash in the sphere 
where cash functions, namely, in the reserves. For the 
right to demand cash in one place there may be substi- 
tuted the right to demand cash elsewhere. If a bank itself 
carries a balance with another bank outside of its own com- 
munity it may arrange to make and to receive payments 
through such an account. The balance itself, being a de- 
mand claim, virtually constitutes a part of the bank's 
reserve, whether such balance be legally available for re- 
serve purposes or not. The effect of excluding from law- 
ful reserves the balances carried by banks with other banks 
is simply to raise the percentage of prescribed reserves. In 
last analysis, therefore, the whole question of clearances 
between banks in different communities of a given coun- 
try depends upon the system of reserves. 

At this point reference ought to be made to the fact that 
the claims arising from the depositing or the payment of 
bank notes are not ordinarily handled in the same way as 
are those arising from checks and kindred instruments. 
Much depends upon the general character of the bank 
notes. If a bank note is legal tender or lawful money 
for reserve purposes for banks other than the bank or 
banks of issue — even though in essence the bank note rep- 
resents ultimately only a claim to standard money — ^it is 
nevertheless normally as serviceable as standard money 
itself for all banks which may include it in reserves. Hence 
there is no occasion for offsetting claims so founded. Thus 
in Europe where there are central banks of issue whose 
notes are considered satisfactory for reserve purposes little 
cash outside of such notes is kept in the vaults of the other 
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banks. But if a bank note be not available for reserve 
purposes it may be returned to the bank of issue for col-/ 
lection or for credit, or it may simp]j be held temporarily 
as till money and again paid out. Apart from possible 
legal restrictions (as in the case of our Federal Eeserve 
Banks) the choice between these two alternatives will de- 
pend upon a number of circumstances. First there would 
arise the question, Is the bank holding another bank's note 
itself a bank of issue? If so, it will have no desire to 
prolong at its own expense the life of the note of another 
bank. It will choose rather to pay out its own notes and 
to return for collection the notes of other banks. Another 
circumstance that would be taken into account would be 
the immediate demand for hand to hand money. If that 
demand were great and relatively unexpected a given bank 
might, irrespective of other considerations, pay out the 
notes of other banks. The question of expense would also 
be a factor of some importance. The greater the expense 
involved in returning notes for redemption the less intense 
would be the inclination to have them redeemed. Illustra- 
tions of the points here referred to can be numerously 
found in connection with our own national banking sys- 
tem. State banks are practically prohibited from issuing 
notes through the provision of a 10^ federal tax. But in 
most of the states national bank notes are available for 
reserve purposes and there is no incentive for the state 
banks concerned to return national bank notes for redemp- 
tion. On the other hand national banks may not include 
each other's .notes in their reserves, but time and again 
they will retain such notes temporarily in their tills in 
order to meet over-the-counter demands for currency. 

No question of alternatives presents itself, however, in 
connection with checks and kindred instruments. Their 
nature, as already indicated, is such as to stimuliate prompt 
redemption. The only question with them is by what means 
can they be most expeditiously and most economically col- 
lected, 
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It was pointed out above that the form of remittance Twogen- 

and the adjustment of final balances in domestic-inter- eralsys- 
• .,....- . terns of 

community clearings is primarily a question of the system reserves 

of reserves. From this point of view two general systems ™ay be 

» ,,.,..-. , ,. , , considered 

01 reserves may be distinguished, namely, centralized and 

decentralized. 

Under a system of centralized reserves the major por- Centralized 
tion of the cash reserves of a country are in the control of ''^^"^^ 
some central institution which is directly or indirectly in 
touch with the local banks. If reserves are centralized it 
follows of necessity that the balances carried with the 
central institution by the local banks shall be regarded as 
equivalent to cash for reserve purposes. If these balances 
were not so regarded each bank would have to maintain 
reserves in its own vaults and to that extent centralization 
would be destroyed. 

Assuming, however, a system of centralized reserves. Adjustment 
whatever the actual clearing or collection machinery that ?f ^i^ances 
may be devised, remittances can be made by debtor banks here 
in the form of drafts on the central bank. The adjustment 
of intercommuntiy claims is, under such a system, in last 
analysis simply a matter of bookkeeping. For drafts drawn 
the debtor banks are debited on the books of the reserve 
holding authority, while creditor banks are correspondingly 
credited. As between banks in different communities the 
net result is simply a shifting of credit to the amount of 
the net indebtedness, from the balances, collectively con- 
sidered, of the banks in the debtor communities to the 
banks in the creditor communities. 

The necessity for shipments of cash or currency is. Cash ship- 
under such a system, obviously reduced to a minimum, ^cag^jon'^^ 
Should the banks of a given community be, for a pro- 
longed period, debtors in the domestic exchanges, and 
should they be unable through loans or advances to 
strengthen their balances with the central authority, noth- 
ing would remain for them but to ship cash withdrawn in 
some manner from local circulation. In practice, how- 
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ever, in countries which have centralized reserves, such 
a necessity hardly ever arises. On the other hand, the 
banks of a given community may be substantial creditors 
in the exchanges and may choose for local reasons to draw 
down a part of their balances in cash or currency. But in 
any event the first result of the clearings is simply a shift- 
ing of reserve balances, and shipments of currency either 
to or from the reserve center must be regarded as inde- 
pendent phenomena. 

This also suggests another point. Irrespective of clear- 
ings currency shipments are not between local communi- 
ties themselves. They are between the local communities 
and the reserve center, and all of a given community's 
dealings with the outside world, in so far as they are 
handled through the banking system, are reflected in the 
shifting of its balances on the books of such reserve center. 

A system of decentralized reserves is one where the bank- 
ing reserves are kept mainly in individual banks. Here 
a line should, perhaps, be drawn between a system made 
up of relatively few banks having many branches, as in 
Canada, and a system of many independent local banks 
as in the United States. 

Under the branch system settlement of balances in inter- 
community clearings approximates that under centralized 
reserves. With relatively few banks and many scattered 
branches a large number of intercommunity transfers may 
be made through entries on the books of the parent bank. 
Here, as under a centralized system, the adjustment is made 
between communities simply by a process of bookkeeping. 
But it is obvious that in so far as different banks, rather 
than branches of the same bank, are involved, a more com- 
prehensive system of clearings and settlement is necessary. 

Under a system of local independent banks as in the 
United States, three broad possibilities of settlement in 
intercommunity clearings may be noted. 

1. Where banks in different centers reciprocally carry 
balances, or where one center holds balances for the other. 
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2. Where banks in different communities carry balanced 
in a common third center. 

3. Where banks in different centers carry balances in 
independent centers whose banks in turn carry balances 
in a common center. 

Under the system of reciprocal balances the adjustment 
of reciprocal claims simply reacts on the relation of the 
balances themselves. Bach bank charges the account of 
or is remitted to by the other for all items chargeable 
against the other that appear in the course of the day's 
business. 

Where one center acts as the holder of reserve balances 
for another, debits and credits are simply brought together 
on the books of the reserve center. The credit items are 
entered as they are submitted, while the debit items are 
charged or are specifically remitted for after their validity 
has been determined. The net result is a readjustment of 
the balance on the books of the reserve center. 

Currency will be shipped between centers carrying re- 
ciprocal balances when either center wishes to enlarge or 
to diminish its balance in the other center and when no 
cheaper expedient presents itself. Other expedients that 
might be employed are loans raised directly in the center 
to which otherwise the currency would move, or credits 
obtained in such center through the instrumentality of 
other communities. 

Currency will move in the case of one center holding 
balances for another, under similar conditions. It will 
move to the reserve-holding center when the debits of the 
other community exceed its credits for a more or less ex- 
tended period, and when loans or credit advances cannot 
be directly or indirectly arranged in the reserve center. 
It will also tend to move to the reserve-holding center when 
the banks in the smaller center wish to increase their bal- 
ances in the larger center and when funds payable in the 
reserve-holding center cannot be more economically ob- 
tained in other ways. Currency will move from the larger 
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center to the smaller community when conditions are ex- 
actly opposite to those just referred to. 

As examples of the first of the two cases thus far dis- 
cussed reference may be made to the relations between the 
banks of New York and Chicago. In these two important 
centers the larger banks maintain reciprocal balances. 
Reference may be made next to the larger cities in the 
United States and to all the little towns surrounding them, 
as examples of the second case, namely, that of the hold- 
ing by one center of the reserve balances for other centers. 
Most of the trade of these smaller towns is with the neigh- 
boring larger centers, and even where that is not the case, 
financing practically all the "foreign" or out-of-town busi- 
ness through the larger center is for the banks in the 
smaller communities the simpler and the more economical 
system. 

The second general scheme of settlement under a system 
of local independent banks was described as that where 
two centers carry balances in a third common center. New' 
York, for example, functions as an intermediary between 
most of the larger towns of the United States whose mutual 
business dealings are not sufficiently extensive to warrant 
direct banking connections. In this case while the indi- 
vidual items in the exchanges may be sent directly to the 
communities against which they are chargeable, or in- 
directly through the common reserve center, remittance is 
made by means of a draft on the reserve center. The net 
result of the operations is thus simply a shifting, on the 
books of the banks in the reserve center, of the balances 
carried there by the communities concerned. An Albany 
bank, for example, has a check that was drawn on a bank 
in Trenton. This check would in all probability be sent 
by the Albany bank to its New York correspondent. The 
New York bank will in turn send it to its Trenton corre- 
spondent if it has such, or to some bank in Trenton which 
will undertake collections of this character. The Tren- 
ton bank will then put the check through the local clear- 
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ings or will present it for payment at the counter of the 
bank against which it is drawn, and when the check is 
thus paid, the Trenton bank, acting as the collecting agent, 
will remit by drawing a draft on its own correspondent 
in New York. In other words the claim that Albany has 
against Trenton as embodied in the cheek, is settled by 
means of a transfer to the credit of Albany of a part of 
Trenton's New York balance. Claims that Trenton might 
hold against Albany would be settled in a similar manner, 
but the movement would be in the opposite direction. In 
both cases the interesting and important point is the shift- 
ing of balances in New York. Credits oifset debits and 
net differences result in net balance readjustments. 

Currency movements in the case of two communities thus Currency 
clearing through a third are not between the two communi- i^'§Jfs™age 
ties directly concerned. They take place, if they develop 
at all, only between such communities and the common 
clearing center. The circumstances which give rise to 
them are the same as those already referred to in the cases 
discussed above. Currency will move from the local com- 
munities to the clearing center when the local communi- 
ties wish to strengthen their balances in such centers, and 
when funds payable in such center are not more cheaply 
attainable in some other way. Currency will move from 
the clearing center to the local communities when cash 
balances at home need strengthening or when surplus bal- 
ances in the clearing center cannot be more cheaply drawn 
down in other forms. Moreover, if a given community is 
dependent on a single center for all its payments and 
collections arising in connection with out-of-town business, 
it is apparent that currency shipments will not be made 
because of the relations obtaining between the community 
concerned and any other single community with which it 
may be clearing accounts through the common center, but 
only as a result of its entire position. All the community's 
foreign business is reflected in the movement of its bal- 
ance in the clearing center, and it is, therefore, only when 
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the totality of its foreign business requires it that the ship- 
ment of currency in either direction is undertaken. 

The third general scheme of clearing arising under a 
system of local independent banks was described as one 
in which two local communities might depend for their 
clearances on two other communities which other communi- 
ties in turn might depend on the intermediation of a fifth 
community.^ 

Here also the individual items involved in the clearings 
may be sent directly by the respective claimants or they 
may be sent indirectly through the reserve holding inter- 
mediaries, but the remittance would in this case be in the 
form of a di^aft on the primary center obtained by the 
banks in the ultimate communities concerned from their 
correspondents in the secondary centers. Drafts on the 
primary center must of course be paid for, and all such 
drafts drawn by banks in secondary reserve centers for, 
or on account of, their correspondents in outlying com- 
munities are charged against the balances of these corre- 
spondents in the secondary centers. In other words, in 
the case assumed, remittance is effected through a double 
transfer of balances, first in the secondary reserve centers, 
and secondly in the primary center acting as the inter- 
mediary between the secondary centers. 

Suppose, for example, that a merchant in Stockton, 
Cal., had purchased a shipment of shoes from a manufac- 
turer in Brockton, Mass. Suppose also that Stockton and 
Brockton handle all their foreign business respectively 
through San Francisco and through Boston, and that Bos- 
ton and San Francisco clear through New York. If the 
Stockton merchant remits by means of a check on his local 
bank, the Brockton bank in which it is deposited may send 
it to a collecting bank in San Francisco or it may depend 
upon its Boston correspondent to handle the collection. 



' Even more complicated arrangements are conceivable, but it is 
not necessary to attempt to carry the analysis beyond the actual 
complications of practice. 
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Eemittanee will, however, be made by means of a New 
York draft obtained from its San Francisco correspondent 
by the Stockton bank. For the draft so furnished the 
account of the Stockton bank in San Francisco will be 
debited. In other words, Stockton's balance in San Fran- 
cisco and San Francisco's balance in New York will both 
be reduced. The Brockton bank receiving the remittance 
will then send it for credit to its correspondent in Boston, 
while the Boston bank will in turn forward the item for 
credit to its own correspondent in New York.^ The New 
York bank presumably puts the item through the clearing 
house for final collection. In other words this aspect of 
the transaction involves an increase of Brockton's balance 
in Boston and of Boston's balance in New York. Looking 
at the transaction as a whole there was thus a readjust- 
ment of balances in the secondary centers, Boston and 
San Francisco, and a shifting of balances in New York. 

Instead of assuming that the Stockton merchant would 
send his own check, we might have assumed that he would 
at the outset obtain from his bank a New York draft drawn 
by his bank's San Francisco correspondent. Or we might 
have assumed that the initiative would be taken by the 
Brockton creditor through the drawing of a draft or bill 
on his Stockton customer. As already indicated, however, 
the particular form of procedure would not affect the basic 
facts, namely, the readjustment of balances in San Fran- 
cisco and in Boston, and the shifting of balances as be- 
tween San Francisco and Boston in New York. 

In this rather complicated case of clearing it is also Currency 
well to note that currency shipments are practically never ^gj.^™^"*^ 
between the ultimate communities concerned, nor yet be- 
tween the secondary reserve centers. When currency ship- 
ments arise at all they are between these ultimate com- 
munities and their respective reserve centers, and between 

" The draft may by agreement be sent directly to New York to 
be credited to the account of the New York correspondent of the 
Boston bank concerned. 
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the secondary centers and the primary center. Moreover 
possible shipments of currency in the one case have no 
necessary connection with shipments in the othei". In each 
case it is simply a question of the availability of cheaper 
means of strengthening balances in the respective reserve 
centers under one set of conditions, or of drawing down 
balances under opposite conditions. 

Bills, drafts, etc., arising in domestic clearings, payable 
in any place, are sometimes spoken of as the "exchange" 
of that place, although in practice "exchange" is pretty 
generally limited to bank drafts. A draft on a New York 
bank is thus "New York exchange," on a Chicago bank 
it would be Chicago exchange, and so on. In the main, 
however, the term "exchange" is confined to drafts on the 
larger centers. Drafts on smaller towns, when employed, 
enjoy no special designation. The basis of this discrimina- 
tion in nomenclature is probably the fact that the bulk 
of the demand is for the drafts on the larger centers. 

Having funds in hand in on^ place is, of course, not the 
same as having funds available in some other place, hence 
in any given community "exchange" on another place is 
not necessarily something of uniform value. The value of 
"exchange" like that of every other economic good tends 
to fluctuate with the changes in the forces and conditions 
that underlie demand and supply. 

In the main reference has already been made to the 
circumstances, in any given community, underlying demand 
for and supply of exchange on some other center. They 
are the economic dealings of individuals in the community 
with others on the outside. The dealings which result in 
"credits" for the community concerned, will in the end 
figure directly or indirectly on the supply side of exchange. 
In like manner the dealings which result in "debits" will 
be found to exert their influence on the demand side. 

Where the exchange operations are of sufficient volume 
a market for "exchange" may develop and the rates quoted 
from day to day may be variable. The rate for New York 
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exchange, for example, in some of the larger cities of the 
United States, is regularly quoted in the newspapers. As 
the demand for New York funds increases the rate ad- 
vances. As the supply relatively to the demand increases 
the rate declines. As with other prices determined under 
competitive conditions the rate for "exchange" tends to be 
uniform throughout the market. Moreover, the fluctuat- The prices 
ing rates apply in the main not to small individual oper- may fluctu- 
ations, but to the large operations in round amounts by the they rarely 
banks themselves, or by the larger firms having relatively affect pri- 
heavy payments to make. As fa? as the individual is eon- viduals 
cerned, he is usually able to handle his out-of-town remit- 
tances or collections through his local bank on some fixed 
basis, the fluctuations in the rate that affect his bank being 
absorbed by the bank itself in the shape of extra profit or 
extra cost, as the case might be. Thus the New York 
Clearing House fixes rates of collection for out-of-town 
items for all jts member banks. On the other hand, in the 
interior. New York funds in reasonable amounts, can 
usually be had for the asking by any bank depositor. 

There are of course, under normal conditions, positive The flue- 
limits within which domestic exchange rates can fluctuate, tuation is 

normally 
These limits are determined by the cost of shipping "lawful limited 

money." In foreign exchange operations, discussed in the 
following chapter, the limits within which the rate fluctu- 
ates are spoken of as the "gold points," because of the 
general reliance upon gold bullion as a final means of 
payment in this sphere of exchange. In domestic exchange 
operations, owing to the general availability for reserve 
purposes of other forms of money beside gold, the limits 
of fluctuation of the exchange rate may be called the 
"currency points." 

A moment's reflection will reveal the necessity for such 
limits. "Exchange" is simply a right to demand the 
lawful money of a country, in the place on which such 
exchange is drawn. Obviously nobody will normally pay 
more for a mere right to demand money in a given place 



122 



ORGANIZED BANKING 



Elements 
entering 
into the 
cost of 
shipping 
currency 



Currency 
movements 
may affect 
reserves 



The neces- 
sity for 
them 
should be 
narrowed 
as much 
as possible 



than it would cost actually to ship the money itself. In 
like manner the possessor of such a right to demand would 
in the sale of his right not he willing to sacrifice more than 
it would actually cost to have the money itself forwarded 
to him. As exchange is said to be at a "premium" when 
the rate for it advances above par and at a "discount" 
when the rate declines below par, the general statement 
may be made that the premium or discount on any form 
of domestic "exchange" in a given market cannot nor- 
mally exceed the cost of shipping currency either to or 
from the center on which such exchange is drawn. 

The elements entering into such cost are familiar. There 
is, of course, first of all the transportation cost. This would 
obviously vary with the kind of money that was shipped, 
namely metallic, paper, etc. It would vary also with the 
kind of transportation agency that might be employed, and 
the rates thereon that might be charged. Akin to the trans- 
portation charge is the insurance premium covering the risk 
naturally involved in the shipment of money. In so far, 
also, as the money in process of shipment is not available 
for reserve purposes there is an element of cost represented 
by the loss of interest. Finally reference might be made 
to incidental charges like packing, carting, etc. Looking 
at the costs as a whole, however, it may be said that at 
any given moment the range of fluctuation of domestic 
exchange rates is determined by the most economical com- 
bination of elements in shipping cost that can be obtained. 

Currency movements may or may not have an important 
bearing on reserves. Where a bank may count as equiva- 
lent to cash reserves in its own vaults the balances carried 
with institutions elsewhere, the shipment of currency may 
involve simply a shifting of the location of reserves. But 
where balances elsewhere are either as a whole or in part 
unavailable for reserve purposes, currency shipments have 
an obvious bearing on a bank's reserve position, and hence 
on its general capacity to serve the community. In any 
event, however, the cost of shipping currency represents an 
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expense the necessity for which should be reduced to the 
lowest possible level. 
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CHAPTEK VII 
INTERNATIONAL CLEARING AND EXCHANGE 

The general nature of clearing was discussed in the pre- 
ceding chapter, but, as was there indicated, the subject of 
international clearing and exchange presents so many dis- 
tinctive features that it requires to be independently dis- 
cussed. 

International, like domestic, clearing operations, grow 
out of a complex variety of economic transactions between 
individuals. But there are some important points of dis- 
tinction. International clearings are based on transactions 
between individuals in different countries, whereas domes- 
tic clearings grow out of purely "home" business, even 
though some of this "home" business may be directly or 
indirectly based on foreign business. 

The money calculations also are not the same. In inter- 
national, as in domestic, trade individuals are seeking the 
maximum economic advantage. This has led to the far- 
reaching division of labor that characterizes modem eco- 
nomic life with all that such division of labor implies with 
respect to commerce and exchange. But the economic ad- 
vantage as pursued is thought of in terms of money, and 
the degree of success or failure that may be achieved is 
estimated in money sums. In domestic trade both parties 
to any given transaction make their calculations in terms 
of the same money unit, but in international trade where 
nationals of different countries are involved, all the parties 
of interest finally estimate either cost or return in terms 
of the money units of their own countries. Therefore inter- 
national payments involve usually not only the transpor- 
tation of funds from one country to another but also their 
transformation from one kind of money to another. 

124 
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In any kind of trade between individuals situated at a 
distance from each other dependence upon actual pay- 
ments in money would involve the shipment of the money 
from ijie debtor to the creditor. Under such circumstances 
there would of course be numerous "cross-shipments" of 
money. In early times the bill of exchange was invented 
to prevent useless money -shipments, and it was successful 
in this particular because it embodied the principle of the 
clearing of reciprocal claims. If A in place 1 sells to his 
banker a bill drawn on B in place 2, and if C in 1 buys 
from the banker a draft on his correspondent in favor of 
D in 2, assuming the same amounts in both cases, the bank- 
ers are simply the intermediaries through whom A's credit 
offsets C's debit. In domestic trade under the develop- 
ment of modern banking the process of clearing has pro- 
gressed far beyond the possibilities here exemplified, but 
the employment of different monetary units in international 
trade has kept international clearing closer to the primi- 
tive type. 

It is sometimes said that gold is the standard of value Gold is 
and the medium of exchange employed in international ^"gdium 
trade. Such a statement does not, however, square with ininter- 
the facts. International trade is carried on today not in "xchaTee 
terms of gold but in terms of money units. Such money 
units may themselisres be kept at a certain gold value, but 
that is by no means the same as saying that gold is the 
actual medium. 'There are times when the supposed gold 
parities are not maintained, when gold payments are en- 
tirely suspended, and yet international trade continues to 
be conducted in terms of money units. Even when gold 
shipments are undertaken it will be seen that the occasion 
of the shipments is a difference in relative money values 
rather than any sudden development in the employment 
of gold itself. 

The particular money unit employed by international 
traders depends upon agreement between them. This 
agreement is largely a question of the marketability of 
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bills drawn in terms of different money units. Whatever 
the particular money unit that may be employed in any 
given transaction the debtor can ultimately pay and the 
creditor will be willing finally to receive only the money 
of his own country. This necessitates, therefore, the trans- 
formation directly or indirectly of the funds supplied by 
the debtor expressed in terms of his country's money into 
funds expressed in terms of the money of the creditor's 
country. 

There are three general possibilities of making foreign 
payments. 

(a) The debtor may purchase in his home markiet the 
standard bullion of the creditor's country and ship that at 
the mint price. Thus an American having a payment to 
make in England could buy gold in the domestic market, 
ship it to England and have it there converted into English 
money at the established mint price of 113-|- grains per 
pound sterling. But this would, of course, be a crude and 
wasteful method of payment. 

The other two possibilities are based on the principle 
of clearing. "* 

(b) The creditor may draw a draft or bill on the debtor 
or on his agent and may sell such draft to an international 
banker having an office or a correspondent in the creditor's 
country. This draft or bill may be in terms of the standard 
money unit of the debtor's country or of that of some 
other country. This point will be discussed later. It will 
be sold, however, for funds expressed in terms of the money 
unit of the creditor's country, who (assuming the ultimate 
payment of the bill) is then out of the transaction. Such 
bills are in general known as "commercial bills of ex- 
change" although there are of course many types of such 

, bills.^ 
\ (c) The initiative may be taken by the debtor who pur- 



' See Spalding's Foreign Exchange and Bills (1915). This book 
is written from the English point of view, but it contains much 
useful practical information. 
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chases from his banker a draft or order payable in terms 
of the money of the creditor's country or of such other 
money as may be acceptable to the creditor, /if such a 
draft or order is payable in the money of a country other 
than that of the creditor, the latter relies on his ability 
satisfactorily to dispose of the claim in his own market. 
Such bills, drafts, or orders are known is bankers' bills 
and of these too there are different kinds. 

Whatever the form of procedure, that is, irrespective 
of whether debtor or creditor takes the initiative, reliance 
must be placed upon the mediation of international bank- 
ers. They must either buy or sell the necessary bills. 
It is, of course, apparent that the purchase of commercial 
bills results in the building-up of balances abroad against 
which bankers' bills can be sold. The sale of bankers' 
bills manifestly reduces the balances. These balances can, 
therefore, be controlled through a proper regulation of 
bills bought and of bills sold. In so far as purchase and 
sale offset each other, there is involved simply the balanc- 
ing of debits and credits implied in clearing. 

The necessity of transforming or of translating the money 
claims arising in international transactions prevents the 
utilization in that field of the individual check. Were 
there a common money unit individual checks would not 
be impossible, but in such a case, as in domestic clearing, 
some form of international centralization of reserves or 
of voluntary exchange arrangements would be necessary. 
Assuming such conditions all that was said concerning these 
matters in the discussion of domestic clearing would be 
equally applicable here. 

Money claims or orders bought and sold in international 
transactions are known as "foreign exchange" — sterling, 
mark, franc, etc., according to the money units in which 
they are ultimately payable. 

In theory the reciprocal obligations between any two 
countries might be settled either with commercial bills or 
with bankers' bills, in the "exchange" of the debtor's 
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country or in that of the creditor's. Practice, however, 
tends to establish a pretty definite procedure. 

Where the operations between two countries are direct, 
that is, where there are direct banking connections between 
them, but where one is largely a creditor country and the 
other is largely a debtor country, the initiative both in 
collecting amounts due and in remitting for debts pay- 
able tends to be taken in the debtor country, while the 
money unit employed tends to be that of the creditor coun- 
try. The methods employed in the operations between Eng- 
land and the United States illustrate the point. If an 
American be the creditor he will in the great majority of 
cases sell a sterling bill. If he be the debtor he will buy 
a sterling bill. In both cases the initiative is taken in 
America. 

The whys and the wherefores of this form of procedure 
are not difficult to understand. International loans, like 
domestic loans, are made in terms of money. The advances 
are made in the form of balances entered to the credit of 
bankers in the borrowing countries, and they are availed 
of through the sale of bills drawn against the credits. 
Of course the sale of these bills in the debtor country 
assumes that directly or indirectly payments are to be 
made for goods received or for services rendered.^ That is 
another way of saying that to be a creditor in international 
affairs a country must have a surplus of wealth for lend- 
ing purposes. As the loans are, however, in terms of 
money, the individual creditors involved in the transaction 
and the ultimate sellers of goods on which the credits are 
based will in general desire to employ the money unit with 
which they are familiar. Since so large a part of the trade 
of borrowing nations depends upon credit obtained else- 
where, the preference of creditors and sellers in the lending 
country in this matter of payment becomes controlling. 

In transactions between countries whose mutual deal- 

' The " directly or indirectly " here employed takes into account 
the possibility of three-cornered exchange. 
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ings are not large, or which are not, on the average, evenly 
balanced, bills or remittances may be drawn in terms of 
the money of a third country. This presupposes in each The money 
of the two countries concerned a substantial market for Jl^'*|°^* 
the "exchange" involved. The debtor must feel fairly try may be 
sure of a reasonable purchase price for such exchange, employed 
while the creditor must feel a similar assurance about the 
selling price. Such assurance can in both cases be felt 
only when the exchange employed is regularly dealt in in 
each country in sufficient volume to assure relative sta- 
bility of the day-to-day rates. 

It is a matter of general knowledge that the English British 
money unit, the pound sterling, has become by far the ".P°,V"^„ 
most commonly employed unit in international transac- has been 
tions. In the United States imports from South America, the chief 
from Africa, and from the Orient were, until the outbreak tional unit 
of the Great "War, paid for almost entirely by means of 
bills on London. And what was true of the United States 
was likewise true of other countries. Indeed it is usually 
stated that the sterling bill constituted the real medium of 
international exchange. 

This widespread use of the sterling bill as an inter- Explana- 
national medium of exchange was due mainly to three tioiofthis 
factors: (a) The tremendous scope of British commerce; 
(b) The lending power of England, and (c) The security 
in gold of the sterling bill. A word or two more con- 
cerning each of these factors will contribute to the gen- 
eral purpose of this chapter. 

The British Empire grew out of the system of Mercan- British 
tilism. One of the main objects of this system was the commerce 
upbuilding and the maintenance of a "favorable balance 
of trade." England's leadership in the Industrial Revo- 
lution enabled her in the pursuit of this object to push her 
trade all over the world, and the control of colonies in both 
hemispheres made the task all the easier. There were few 
sections of the world where English commerce and ship- 
ping were unknown, and, consequently, there were few 
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traders in the international markets who did not on one 
occasion or another find it necessary to make payments to 
England. Hence the universality of English trade coupled 
with the fact that it formed so large a proportion of all 
international trade, gave great vogue to the sterling bill as 
a means of remittance. 

Of equal importance, however, is the fact that England 
has for more than a century been the great creditor nation 
of the world. Not only new countries like North and South 
America, Africa, and Australia, but also the countries of 
the European continent depended on England for the mar- 
keting of stocks and bonds and for the making of loans. 
With her enormous productive power based on machine 
industry England was in a position to meet the needs of 
less developed countries, and she met these needs by open- 
ing credits in London against which the borrowers sold 
sterling bills in their own markets. 

The sterling bill has been, moreover, always as "good as 
gold." England led the way in the. fprmal adoption of 
the gold standard in 1816. Excepting the highly abnormal 
period of the Great "War there never has been a time within 
almost the whole of the past century when the holder of 
a sterling credit could not feel sure that if he so desired 
he could obtain gold at par. Few, of course, would actually 
want the gold, but the certain possibility of redemption in 
gold gave a feeling of comfortable security to the holder 
of a sterling bill and consequently widened the market 
for it. 

The widespread use of sterling exchange in international 
trade explains the statement that London was the "clearing 
house of the world." It has already been set forth what 
the process of clearing involves. Through the maintenance 
of balances in London, bankers have been able to buy and 
to sell sterling bills, and the employment of these bills 
in trade all over the world has permitted a setting oflE of 
reciprocal liabilities through transfers on the books of 
London banks. In other words London has been a sort 
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of "central reserve agent" and adjuster of reciprocal 
liabilities for almost all the nations of the world. 

It must be observed, however, that the Great War has War has 
temporarily injured the prestige of the pound sterling in atpendtnee 
international trade, and has, consequently, diminished the on London 
serviceability of London as the world's clearing house. 
The Teutonic belligerents and their Allies, in such foreign 
trade as they have preserved, would of course not find 
much usefulness in a sterling bill. Their London balances 
were pretty summarily smothered at the outbreak of the 
war. The war also narrowed the scope even though it did 
not in like degree diminish the volume of British com- 
merce. Similarly the exigencies of belligerency, and the 
dependence upon England for a part of the sinews of war 
on the part of the other Entente Allies, greatly reduced 
England's ability to lend to the rest of the world. The 
favorable position of the United States in this particular 
greatly stimulated the employment of the American dollar 
as an international medium. Finally it must also be 
whispered that the certainty of redemption in gold has 
not been constantly maintained. Freedom of export of 
gold when the exchange situation required it was through 
a gold "embargo" practically suspended, and the govern- 
ment allowed the exportation only of so much gold as it 
deemed desirable. 

The attempts made during the progress of the Great Dollar 
War to stimulate the use of "dollar exchange" in inter- «x'=lia"ge 
national transactions make it of interest and of importance What is 
to the American student to consider more generally upon "g^^^the'^^ 
what the employment of any country's "exchange" in the employ- 
world's market really depends. - ^Tntry's 

It depends in first instance upon a country 's productive " exchange " 
efficiency.^ Bills drawn in terms of the money unit of a 
given country and made payable in its financial markets 
can be employed only when there is a demand for them. 
Such demand can arise only when the country concerned 
' Cf. Hartley Withers, International Finance, pp. 28 et seq. 
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can supply to the outside world economic goods that are 
needed. 

In addition to the creation of nee^d utilities the coun- 
try must be able to lend abroad widely and cheaply. This 
involves the creation of an adequate surplus at home. A 
large part of foreign trade today, especially that with new 
countries, depends upon the lending to the newer countries 
by the older and established nations. The lending and in- 
vesting of "money" and the sale of goods go on hand in 
hand, and wherever goods are sold there is a basis for the 
demand for bills of exchange. Then in connection with 
bills in general trade the demand will, other things being 
equal, favor the market where the rates of discount rule 
at the lowest level. 

The necessities of the foreign exchange business require 
also the preparation of adequate machinery to handle it. 
Direct banking connections of some kind are imperative. 
It is the bankers who purchase bills of exchange in first 
instance, and, in the financing of foreign trade through the 
extension of commercial credits, etc., it is essential for 
them to have trustworthy representatives on the ground 
to judge of the character of risks, to analyze the possibili- 
ties of the market and to solve similar problems. More- 
over, such banking connections must be sufficiently wide- 
spread to permit broad arbitrage operations, otherwise dis- 
crepancies in the rates in different markets will tend to 
develop which must of necessity react unfavorably on the 
employment of the country's exchange. 

Lastly may be mentioned the importance of stability of 
the country's money and credit system. The money sys- 
tem is, of course, at the basis of the credit system, and the 
money in which the credit claims represented by bills of 
exchange are ultimately redeemable is a matter of vital 
moment to him who is expected to purchase a bill of ex- 
change or to accept it in settlement of an obligation. Then 
the credit system must be so constructed that there are 
positive safeguards against anything like serious collapse, 



INTERNATIONAL CLEARING 133 

otherwise the holder of a bill can never be sure of its 
standing. 

The reciprocal claims between individuals in different Basis of 
nations arise in the same way that domestic claims arise, reciprocal 
Every textbook on foreign exchange sets forth their origin intema- 
in more or less complete detail. It would therefore con- *'°"^1 . 
stitute a work of supererogation to attempt to discuss the that of 
subject fully here. For our purposes it will probably claims in 
suffice to summarize as follows the transactions giving rise trade 
to these claims: 

a. The purchase and sale of commodities. 

b. The purchase and sale of securities. 

c. Services of various kinds rendered for compensation. 

d. Borrowing and lending. 

According to the nature of the transaction the result, as 
in domestic exchange, is a "credit" or a "debit." All 
payments which have to be made to the foreigner are 
"debits" and underlie the demand for foreign exchange. 
Conversely all sums owing by the foreigner are "credits" 
and add to the "supply" of exchange. 

The rate of "foreign exchange" in any market depends Rate of 
upon the relation between the demand for and the supply g°p"^" g 
of -such exchange in the market concerned. The exigencies usually 
of the domestic exchange situation usually lead to the p^^^A", 
establishment in a country, and normally at the country's financial 
financial center, of a single exchange market. It is at the ™arket 
financial center that the biggest banks with important for- 
eign connections are likely to be established, and in that 
center, in consequence, the best market for bills is likely 
to be found. The volume of transactions in such a market 
is usually so large that the rates there determined control 
similar rates all over the country. In the United States, 
for example, the rates for foreign exchange, determined by 
the competitive forces playing in the New York market, 
practically fix the rate quoted in every other city in the 
land. 

The rate for foreign exchange fluctuates about a point 
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which is designated the "mint par." With money sys- 
tems based upon a single metal like gold, and with free- 
dom of coinage, the standard money units bear a relation 
to each other that is determined by the relation of their 
bullion contents. Thus because the English pound sterling 
contains 113-|- grains of gold and because in like man- 
ner the American dollar contains 23.22 grains of gold, 
the pound sterling is said to be equivalent to $4.8665. The 
money equivalents of the bullion contents of either of the 
standard units thus express the "mint par" of the units 
concerned. 

The market rate of exchange fluctuates above and below 
the mint par according to the action of demand and of 
supply. As demand increases the exchange rate rises and 
if "demand" exceeds "supply" the rate advances above 
par. Conversely a falling off of demand or an increase 
in supply tends to depress the exchange rate and may 
force it below par. But while the exchange rate fluctuates 
about the "mint par" it must not be assumed that "mint 
par" constitutes in any sense a "norm" to which com- 
petitive forces are tending to force the rate. 

As with domestic exchange rates, so in the field of foreign 
exchange the fluctuations in the rates are normally lim- 
ited by the cost of shipping acceptable currency or bullion. 
In domestic transactions various kinds of money are made 
available for reserve purposes, and hence it was necessary 
to speak broadly of currency shipments rather than more 
narrowly of shipments of standard bullion or even of 
standard coin. But in international transactions where 
different kinds of money are involved, owing to the diffi- 
culty of obtaining in one country any large supply of the 
money or currency of another country, the only certain 
method of creating or strengthening a balance in a given 
country is by shipping thither the standard bullion of its 
money system. This bullion can then be presented at the 
mint or other agency and actual money, or a credit ad- 
vance at the mint price, can be obtained. Where the stand- 
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ard money of one country happens to be sent in shipments 
to another country it is regarded merely as so much bul- 
lion. As most of the countries of the world are today on 
a gold standard the bullion involved in international ex- 
change is gold. The possession of gold bullion anywhere 
is, allowing for costs of shipment and assuming freedom of 
movement, a potential claim to the money at the estab- 
lished mint prices of every gold standard country. If a 
silver standard country were involved, the buUion shipped 
would be silver, but there could not be an established "mint 
par" between the unit of a gold standard country and 
that of a silver standard country owing to the fluctuation 
in the relative value of the metals themselves. 

In no case is there, however, any mystery about bullion No mystery 
shipments in international exchange. Such shipments are ?''?,'?* 
always and only for the purpose of obtaining the money, shipments 
or of establishing balances in terms of the money, of the 
country to which the shipments are consigned. Individuals 
never ask for nor undertake to make shipments of bullion 
for the sake of the bullion. Their calculations are wholly 
in terms of money. Bullion shipments are undertaken by 
the bankers long before it would pay the individual debtor 
or creditor even to think of them. 

Moreover, it must be borne in mind that shipments of Bullion 
bullion to a country are not undertaken if money-funds ^!j'^^™j| 
in such a country can be more economically obtained in cheaper 
other ways. Transfers of funds may be made through expedients 
arbitrage operations, or loans through other countries may available 
be arranged. All such relief expedients exert their influ- 
ence, however, on the supply side of the market, and they 
check gold exports only when they succeed in holding the 
exchange rate below the gold export point. tions jj, 

It is also interesting to notice that fluctuations in the exchange 
exchange rates between two countries on a gold basis imply ^^^g changes 
fluctuation in the money-purchasing power of gold bullion in money 
in such countries. The employment of gold as the po"er*of°^ 
"standard" means the maintenance of the standard money bullion 
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at a fixed value in gold. Such a parity can be maintained 
through freedom of coinage and through the melting pot 
if the standard bullion is itself coined, or through free 
exchange at the fixed rate of bullion for money and vice 
versa if the bullion is not coined. But given fixed mint 
prices for gold bullion in two countries, discrepancy be- 
tween the market ratio of such moneys and the established 
mint ratio obviously carries with it the implication of a 
difference in the money-purchasing power of bullion in the 
two countries. For example: when the r^te of sterling 
exchange in New York is $4.76 that implies that that which 
is current as a pound sterling in London can be purchased 
for $4.76 in New York. But the mint par between dollars 
and pounds sterling is $4.8665=£1. In other words, the 
gold necessary to purchase the equivalent of a pound 
sterling in the United States is less than the gold required 
to purchase a pound sterling at the English mint. Gold 
thus being "worth more" in the United States than in 
England would, like any other commodity, tend to move 
from the market of relatively low value to that of rela- 
tively high value provided that the difference in value were 
great enough to cover all the costs of obtaining and of 
shipping it. 

The items of cost involved in the shipping of bullion are 
familiar. A satisfactory discussion of this topic can be 
found in almost every textbook dealing with the subject 
of foreign exchange. Here only brief reference will be 
made to it. First may be mentioned the item of freight. 
This naturally varies with all the circumstances that nor- 
mally affect such a charge. Next is insurance. This too 
varies with all factors affecting risk. Then there may be 
mentioned the loss of interest. Gold in the hold of a ship 
is withdrawn from use unless special provision is made 
for advances of credit against the importation of gold. 
There may, however, be no loss of interest to the banker 
shipping gold because at the moment of shipment bills 
may be sold against the credit which the gold is expected 
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to establish.^ But in cases where there is loss of interest 
this loss will naturally vary with the rate prevailing in 
the market from which the gold is withdrawn. Lastly may 
be mentioned the incidental costs involved in packing, 
carting, etc. 

All these items taken together fix the so-called "gold- The 
points" which under normal conditions establish the limits "^°^.^„ 
within which the foreign exchange rates fluctuate. In gen- 
eral, owing to the improvements in ocean transportation 
freight rates have diminished, and, with the reduction of 
risk, insurance rates have declined. The margin between 
the gold points has therefore on the whole been narrowed. 
But it is apparent that any interference with any of the 
factors involved in shipments will upset the automatic limi- 
tations of rate fluctuation. Should gold be not freely ob- 
tainable, should it be difficult or impossible to secure ade- 
quate shipping facilities, or should the insurance system 
break down the exchange rates might move far beyond the 
usual "gold points." 

Gold movements in international exchange transactions Gold 
are of course of great importance to the credit situation in ^°^^"^"*^ 
the countries concerned. While careful economic analysis serious 
has demonstrated to the modern student the fallacy of the ^„^"°f °?, 
crude "buUionism" of early days and of the more refined banking 
"mercantilism" of a later period, and while the statement system 
that the gold supply of the world tends to adjust itself 
without arbitrary control among the various nations accord- 
ing to their several needs is now regarded as almost a 
truism, the fact remains that gold movements are watched 
as carefully as ever, and they are at times interfered with 

' At the outbreak of the Great War some New York banks sold 
bills against gold that had been sent on the steamship Kronprin- 
zessin Ceeelie. As the steamer returned to America without deliver- 
ing her cargo, the bills sold against the gold she carried had subse- 
quently to be covered at a loss. The banks brought suit against the 
steamship company to try to recover their losses, and having obtained 
judgment they libeled the ship. Subsequently, however, the case 
went against the bankers before the Supreme Court of the United 
States. 
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and controlled much more effectively than was ever dared 
hoped for by the benighted buUionists. Because gold to- 
day constitutes the foundation of money and credit, gold 
movements are more important than they ever were. 

Bearing in mind the importance of the gold reserves to 
modern credit, the satisfaction that bankers manifest over 
gold imports, and the apprehension that they usually ex- 
hibit over gold exports, need cause no surprise. Where the 
reserves of a country are centralized and the nation's gold 
supply is largely in the hands of the central institution, 
movements of gold may react instantly upon the whole 
domestic credit structure. Under decentralized reserves 
gold movements may affect in first instance the main finan- 
cial center, but the necessities of domestic trade and ex- 
change assure such intimate connection between the 
financial center and the outlying markets that nothing can 
seriously affect the financial center without reacting to a 
large degree upon the country's credit system as a whole. 
In some cases balances maintained in gold standard coun- 
tries abroad or bills payable in such countries may be 
included in domestic reserves. Hence it might be sup- 
posed that shipments of gold to strengthen such balances 
involve simply the re-location of reserves. But foreign 
balances are after all usually "ear-marked" for special 
needs and in times of emergency they are likely to be 
utterly useless in supporting credit at home. 

Consequently, whatever the system of reserves that a 
country may have supporting its bank credit, gold move- 
ments to and from such a country are bound to react force- 
fully on such credit. Some movement in either direction 
may at times be normal and desirable, but movements which 
imply a weakening of necessary reserves on the one hand, 
or a swelling of redundant reserves on the other, are always 
to be deprecated. Restraining measures ought, if possible, 
to be applied to prevent them. 
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Elasticity of bank credit involves something more than 
the powers intrusted to individual banks. It involves also 
the question of the organization of banks into a system. 
Sufficient emphasis has already been placed on the circum- 
stance that the demand for bank credit varies absolutely 
and relatively from place to place and from time to time 
in the same place. The causes of this variation have also 
been discussed. Attention may be directed, therefore, to 
the means that may be provided for meeting such variation. 
As the extension of credit depends primarily upon the 
reserves available for the purpose, the ultimate factor in 
elasticity over the country as a whole is that of the system 
of reserves. 

The bank reserves of a country may be fully centralized, 
partially centralized, or thoroughly decentralized. When 
there is a variation in place demand for bank credit the 
necessary adjustment can be made only when directly or 
indirectly the reserves on which credit is based flow from 
the place of small demand to the place of relatively larger 
demand. Variations in demand are reflected, of course, 
in the rates that are paid for credit advances, and the 
result of an easy flow of credit from the place of relatively 
small demand to a place of larger demand is a tendency 
toward uniformity in rates. The greater the mobility of 
reserves, or of the credit based on the reserves, the more 
closely will money rates over a country approximate uni- 
formity. 

The freest flow of bank credit would seem to be assured 
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under a system of centralized reserves. Under such a sys- Freest 

tern the net reserves of each community are represented """bUity 
, ,, 1 . ., . .. , . , ^ under cen- 

by the claims that it may have, m the shape of deposit tralized 

balances or of notes, against the central reserve agency, reserves 
The redundant funds of one community may thus be easily 
and rapidly put at the service of the community with 
greater need. It is simply a question of a shifting of bal- 
ances on the books of the reserve agency and of the security 
that may be offered for the desired advance by the com- 
munity with the increasing need. 

Under a system of partially centralized reserves two pos- Mobility 
sibilities must be considered. There may be a central under 
reserve agency in which the banks deposit a part, but only centraliza- 
a part, of their total reserves. In the absence of any sup- *'°° 
plementary expedients the mobility of credit would obvi- 
ously depend upon the proportion of the total reserves so 
centralized. The second possibility is that of a system of 
relatively few independent banks with many branches, as 
in Canada. Here partial centralization arises from the 
fact that there are comparatively few independent banks. 
Under such a system it will be apparent that mobility de- 
pends upon the number of such banks and upon the 
diffusion of their branches. 

Under a system of decentralized reserves — that is under Mobility 
a system of virtually independent banks each holding its ^erentra- 
own reserves — a free flow of credit from place to place lized 
is more difficult of achievement. Two possibilities suggest ^^^"'^^^ 
themselves. The banks may voluntarily establish effective 
interrelations over a wide area. This would permit a re- 
apportionment of credit from place to place if the col- 
lateral circumstances — available security, business habits, 
etc. — were favorable. In the second place if bank credit 
is largely based on a standardized form of widely accept- 
able investments, which are freely offered by prospective 
"borrowers" in a relatively large open market, funds will 
also tend to flow to the place where the demand is greatest 
because of the willingness of such place to pay a sufficiently 
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attractive rate. The larger the country, the more numer- 
ous its banks, and the greater the diyersity of its popu- 
lation, of its industry, and of its trade, the less will be 
the likelihood of any achievement of real mobility under 
this system. 

The variations in the demand for bank credit from time 
to time in any community require a reserve margin for 
normal variations, and facilities for strengthening reserves 
in periods of unusual stress. The individual bank must 
keep on hand sufficient reserves to meet the ordinary varia- 
tions in demand that every bank encounters. That is to 
say, besides its mere till-money used to "cash" claims pre- 
sented over the counter, a bank must reserve a fund which 
will, within limits, permit a further extension of its usual 
facilities. Inadequate emphasis is often put on this func- 
tion of the bank's reserve. 

Extraordinary increases of demand, however, necessi- 
tate a bank's seeking some outside aid. The maintenance 
by each bank of reserves large enough to meet unusual, as 
well as the ordinary, variations in demand would necessi- 
tate an unduly high average. This implies a loss of effi- 
ciency. In view of the fact that over a country as a whole 
these variations in demand will not be uniform or in the 
same direction, the problem of meeting them resolves itself 
into one of a rapid compensatory shifting of credit from 
the places where demand may be relaxing to the places 
where it -is strengthening. In essence, therefore, it is an- 
other aspect of the problem of variation in place demand. 

As before, it may be pointed out that under a system of 
centralized reserves provision for variations in demand for 
bank credit from time to time in a given place' may be 
easily made. By carrying the major portion of their re- 
serves with one reserve-holding institution, upon which in 
turn each bank may rely for assistance when such assist- 
ance is needed, credit may be extended as the need arises. 
Under such circumstances the individual bank does not 
have to maintain a relatively excessive reserve. In times 
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of abnormal pressure it may rely on the help of the cen- 
tral institution. Thus pressure on reserves in one locality 
may be distributed through the central agency over the 
whole area within which reserves are centralized. Ulti- 
mately the pressure may be sufficiently heavy to cause 
expansion of a country's credit as a whole, but in most 
cases the virtual shifting of reserves, from one community 
to another, through the mediation of the central reserve 
institution, suffices. Should reserves be only partially cen- 
tralized the possibilities in this connection will, of course, 
be limited by the degree of centralization. In general the 
higher the degree of reserve centralization the greater are 
the possibilities with respect to mobility of credit. 

Even under decentralized reserves, however, consider- Mobility 
able mobility is attainable. A variety of expedients may ""ntrallzed 
contribute to this end. reserves 

In the first place there may be a broad loan and dis- Facilities 
count market, in which borrowing and lending and the u^^^'^u'^'* ^ 
buying and selling of discounts is on so large, a scale and loan and 
over so wide an area that banks as well as individuals may ^'^^^^f * 
confidently rely on finding in it lenders of funds or pur- 
chasers of good paper. The development of such a market 
depends upon the existence of large quantities of widely 
acceptable securities or credit instruments, and upon the 
possession by those in need of funds of adequate supplies 
of such securities and instruments. In the United States 
there has developed a commercial paper market through 
which the paper of large, well-known firms is widely dis- 
tributed among the banks of the country. "While this is of 
advantage to the firms concerned, it is of no great benefit 
to banks when the necessity for strengthening reserves pre- 
sents itself. 

Other expedients also may be relied upon. There may Bank 
be, for example, fairly wide voluntary bank affiliations ^ffllations, 
which make possible mutual assistance in times of pres- 
sure. Again, special forms of investment may be employed 
to build up a secondary reserve. Stock exchange securities 
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and call loans based on such securities have been exten- 
sively employed by banks in the United States. Moreover, 
special expedients may be initiated when circumstances 
demand it. Thus resort to the issue of "clearing-house 
loan certificates" which are accepted as a substitute for 
cash in settling clearing-house debit balances, has been fre- 
quent and widespread in the United States. In essence the 
issue of such certificates is a means of locally centralizing 
reserves and of supplying to the banks a place where loans 
and rediscounts can be arranged. 

In the absence of these or similar expedients, or where 
the available expedients are but irregularly resorted to, 
anticipated stress may lead to unnecessary hoarding just 
at a time when credit facilities should be freely extended. 
The only alternative to such hoarding is a regularly main- 
tained high average of reserves, which is uneconomical and 
which would probably also not be high enough for serious 
emergencies. 

The strengthening of reserves by individual banks to 
meet an increased demand for their facilities is possible 
only when they can get more cash or when, as already 
indicated, relatively excessive reserves elsewhere are acces- 
sible to them. Attention may now be directed to the ques- 
tion of procedure in both of these cases. 

At a given moment the only source of additional cash 
for reserve purposes for banks is that which is in general » 
circulation. But drawing cash from circulation offers but 
an uncertain reliance in this direction. In times of stress 
deposits of cash with banks are not increased. Indeed they 
are frequently diminished, and the banks may even lose 
cash through withdrawals by some of their more timid 
depositors or noteholders. Hence an increase in a bank's 
cash holding through withdrawals of money from circula- 
tion is not to be seriously counted on as a means of strength- 
ening reserves. 

Relatively excessive reserves elsewhere must, therefore, 
be relied upon. The question then arises, under what con- 
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ditions and by what methods will these reserves be made 
accessible ? 

Under centralized reserves it is first of all necessary that 
the individual bank's deposit with the reserve-holding bank 
be regarded as equivalent to a cash reserve in its own 
vaults. Were this not so, the individual banks would, to 
the extent that reserves were necessary, have to carry their 
reserves in their own vaults. That would imply the oppo- 
site of centralization. Under a system of centralized re- 
serves, therefore, the question of strengthening reserves is, 
for individual banks, in the main, simply a question of 
strengthening balances with the central, reserve-holding 
agency. 

A bank may strengthen its balance with the reserve bank 
either directly or indirectly. It may proceed directly by 
dealing with the reserve bank itself. It may, first of all, 
obtain a loan from the reserve bank, with or without col- 
lateral, and the loan so obtained may be added to its bal- 
ance. Or it may sell to the reserve bank some of its invest- 
ments, if these be of satisfactory character, and the pur- 
chase price may then be added to its balance. 

A local bank may proceed indirectly by dealing with 
other banks like itself rather than with the reserve bank. 
It might, for example, arrange for a loan from other banks. 
The proceeds of such a loan would presumably be paid over 
by the lending banks in the form of checks drawn on the 
reserve bank, which checks would then be deposited by the 
borrowing bank to its own credit at the reserve bank. 
Or, instead of borrowing from other banks, the bank con- 
cerned might sell to them some of its own investments, 
obtaining from them, as in the case of the loa«, checks 
drawn on the reserve bank. Lastly, the bank of our example 
might sell in the open market, if there were such, some 
of its investments available for open-market operations. 
Stocks and bonds or discounted paper might be offered for 
resale, and the proceeds obtained could then be used to 
strengthen balances at the reserve bank. 
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Under a system of decentralized reserves about the same 
possibilities present themselves as were referred to in the 
ease of indirect procedure under centralized reserves. The 
bank seeking assistance may borrow from or resell invest- 
ments to selected banks elsewhere, assuming the possibility 
of its finding such other banks and also its willingness to 
deal with them in this manner. Or there may be an open 
market, covering a large part of the country as a whole, 
where the individual bank may count on reselling its invest- 
ments to the extent that may be necessary. The result of 
any of these transactions would involve the virtual trans- 
fer of reserves from the lending or the buying banks to 
the borrowing or selling bank. 

In connection with this subject of strengthening reserves, 
there must, however, be noted the fact that not all of a 
bank's investments are readily subject to resale or to 
hypothecation. If we examine a bank statement we learn 
that, in the main, the bank's investments are made up of 
loans, of discounts, and of securities — ^bonds and stocks. 
The question is, therefore, to what extent may a bank avail 
itself of these different classes of investments for the pur- 
pose of strengthening its own position? 

Loans that the bank itself has extended are, in most 
cases, obviously ill-adapted to further transfer. Loans are 
usually based on collateral security, and a transfer of thfr 
loan itself to some other lender, or the attempt further to 
borrow on the basis of the obligation involved in the loan, 
would necessitate the transfer of the underlying collateral. 
But the lending bank holds such collateral only as a trus- 
tee. It may legally dispose of or transfer such collateral 
only when at the maturity of the loan the lender fails to 
repay the total amount due or when he fails to provide 
additional security if this be called for under his contract. 
Before the maturity of the debt the collateral behind the 
loan remains the inviolable property of the borrower. Loans 
on collateral represent, therefore, a comparatively illiquid 
asset to a bank. Of course a bank may itself borrow by 
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pledging some of its own property, but that is clearly a 
different matter. 

Considering next stocks and bonds, it is apparent that Securities 
these may be readily sold where there is an open security 
market. The presence of such a market is, of course, indis- 
pensable, and where the organization and methods of the 
banking system are such as to preclude the possibility of 
a bank's strengthening its position in any other way, the 
speculative security markets may become in effect impor- 
tant adjuncts of the banking system, and security specula- 
tion may thus attain a degree of importance far beyond 
what would otherwise be the normal. But for strengthen- 
ing reserves assurance afforded to a bank by the security 
markets is, of course, limited to the amount that the bank 
has invested in stocks and bonds. 

Furthermore, it is generally agreed that beyond certain 
narrow limits stocks and bonds constitute an undesirable 
investment for a bank with heavy demand liabilities. While 
such investments may be relatively liquid the risk io 
carrying them is large. Fluctuations in the prices of se- 
curities are too numerous and too extensive to permit any- 
body except professional speculators to purchase them on 
any basis other than one of pure investment. As a rule 
banks will invest in securities only up to the amount of 
their capital and surplus, because the shareholders in their 
capacity as owners of the bank have no demand claims 
against the business. Beyond that, however, the tying up 
of liquid funds in stocks and bonds is regarded as 
inadvisable. 

Discounts remain therefore as the final dependence. Discounts 
Fortunately, they offer every advantage as a means of 
strengthening reserves. In the first place they constitute 
the bank's own property. When a bank discounts a note 
or buys a bill of exchange or similar instrument, the pur- 
chased instrument becomes the bank's property to do with 
as it sees fit. The bank may hold the discounted paper 
permanently as an investment, if it so elects, but it is free 
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at any time to resell such paper if it can find a buyer at 
a satisfactory price. The discounted paper represents a 
"right to demand" of which the bank made an outright 
purchase, and, assuming a perfect title, there is involved 
no question of trusteeship to others which restricts the 
bank's further selling right. 

Furthermore, discounts involving rights to demand speci- 
fied sums at stated dates have at any time a definitely cal- 
culable money value. The value depends upon the length 
of time that the instruments havQ, to run, and upon the 
rates of discount or rediscount that prevail in the market 
concerned. These rates are not, of course, absolutely stable, 
and the variation in the rates affects the money value of 
credit instruments, but this variation is not likely to be 
as frequent or as great as is that of security prices. In 
discounting, if the rate advances beyond what he origin- 
ally charged, the banker needs simply to wait until the 
instrument matures when he collects the total amount due. 
At the worst there is only the sacrifice of what might other- 
wise have been extra profit. If the banker must, however, 
resell or rediscount some of the bills in his portfolio at a 
higher rate than he originally charged, he can select for 
the immediate emergency those bills whose term is almost 
run. Thus about ten days before maturity German bank- 
ers often rediscount bills at a higher rate than was charged 
when the bills were originally purchased. The short period 
for which the higher rate is charged simply reduces slightly 
the profit earned at the lower rate for the longer term. 
The fluctuations in the security market, however, threaten 
not simply a lessened profit but often a loss in principal 
as well. 

Eediscounting, it may then be assumed, is the most 
approved method of strengthening a bank's position. The 
utilization of this expedient depends, however, upon the 
system of reserves and upon market practice. 

Under a system of centralized reserves — or to the extent 
that reserves are centralized — an individual bank may de- 
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pend upon the agency or agencies holding the "mobilized" Centralized 

reserves. If there be no open discount market, and if at ""eserves 
, . ^ . ,n . . , and redis- 

the same time market custom has set itself against special counting 

arrangements by individual banks, rediscounting by the 
central reserve agency is indispensable to a reliance upon 
discounted paper as a liquid asset. These collateral cir- 
cumstances may, however, be favorable, and in such ease 
the reserve-holding agency needs to be depended upon only 
when the possibilities in the open market or through private 
arrangement have been exhausted. The greater the degree 
of reserve centralization, however, the greater must be the 
assurance that, when the demands of the market have 
exhausted the other expedients, the reserve-holding agen- 
cies can be relied upon as purchasers of satisfactory dis- 
counted paper. 

Even under a system of centralized reserves it is desir- importance 
able, in the interest of ultimate economy, to have market "^''PP 
conditions of rediscounting as open as possible. Where 
there is a broad and open market for rediscounts this may 
first be relied upon, and resort to the reserve agency is 
then necessary only when, on any given percentage of 
reserves, the available credit in the market has been ex- 
hausted. For example: Suppose that the percentage of 
reserves held to be necessary in a community is 10^. Bank 
A, we assume, with cash on hand and on deposit at the 
central reserve bank has a reserve of 20^. Bank B has, 
however, only 6^ and feels the need of strengthening its 
position. The percentage considered desirable at the re- 
serve bank C is, we assume, 40^, but for the moment we 
assume that the reserve bank has a surplus, namely 45^. 
If directly or indirectly in the open market Bank B can 
sell discounts to Bank A, Bank B can strengthen its re- 
serves while Bank A is simply utilizing its own surplus 
reserves. If, however. Bank B cannot sell some of its dis- 
counts in this manner to Bank A, but must turn immedi- 
ately to Bank C, the reserve agent, the reserve-holding bank 
can extend credit to Bank B only by increasing its own 
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liabilities, or in other words, by weakening its own re- 
serves, notwithstanding the fact that some of its credit 
already extended to Bank A, in the shape of the deposit 
carried by Bank A, has not been fully utilized. 

Under a system of decentralized reserves rediseounting 
is possible when banks make special arrangements with 
each other. Banks in certain parts of the South and West 
in the United States thus often rediscount their paper 
with their New York correspondents. The possibilities of 
private arrangements of this kind are likely, however, to 
be restricted. A purely private bank, even though large, 
could not lend heavy sums of cash available for reserve 
purposes to other banks. On the other hand, where the law 
accepts as a part of lawful reserves the deposits by banks 
in other institutions not distinctively recognized as reserve- 
holding banks, as was the case under the National Banking 
System in the United States, only a proportion of the re- 
serves could safely be so deposited, and the extension of 
credit in the shape of deposits by the bank acting as the 
reserve agent would necessarily be limited to this propor- 
tion. Furthermore, the bank holding the reserves being 
a profit-making institution is likely to estimate the credit 
it will extend to a correspondent bank rather on the basis 
of its correspondent's average balance than on the basis 
of such correspondent's real need. 

There may also be, under a system of decentralized re- 
serves, a free and open discount market. The development 
of an open discount market is possible under any system 
of reserves, but assuming its existence, under a system of 
decentralized reserves a bank wishing to strengthen its posi- 
tion can offer for sale in the open market any acceptable 
paper in its portfolio. Such sales would involve not only 
readjustments of credit, but in all probability also read- 
justments of cash holdings. Necessary readjustments of 
credit and of cash holding growing out of operations in 
an open discount market over a country as a whole would 
probably involve complications of accounting, shipping, 



EESERVE ORGANIZATION 151 

etc., that would limit the scope of accomplishment of the 
market itself. But notwithstanding the limitations that 
scattered reserves might impose on the scope of an open 
discount market such a market would contribute much to 
the free flow of credit. 

Irrespective of the reserve system, an open market for Open 
discounts may then be considered highly desirable. The "^'"^^J, 
creation of such a market is contingent, however, upon the 
existence of certain factors of fundamental importance. 
In the first place, the credit instruments offered for sale 
must be of unquestioned standing and broadly acceptable. 
If paper is to pass freely from hand to hand it must be 
of a character to command absolute and general confidence. 
Paper based upon confidence in an individual is obviously 
not of that character, except where the individual con- 
cerned is a large firm of national standing. The "com- 
mercial paper" market in the United States was confined — 
at least up to the establishment of the Federal Reserve 
System — to the paper of relatively few large firms. The 
notorious Westinghouse and Clafiin failures amply dis- what is 
closed, however, the unsafe character of much of such needed 

. . „ , -. for open 

paper. Hence m Europe the operations of the discount discount 
market involve in first instance the transformation of indi- market 
vidual credit into bank credit. Bills drawn on and accepted 
by banks constitute the most desirable form. Trade bills 
drawn against commodities represent perhaps the next 
most desirable form. Purely individual instruments like 
promissory notes would naturally come last in the list of 
acceptable paper for broad marketing purposes. The 
almost exclusive dependence upon the promissory note 
(with often only a single name) in general commercial 
banking practice in the United States, precluded the de- 
velopment of an open discount market. 

Furthermore, the development of any market is predi- Willingness 
cated not only upon the existence of commodities suitable to^sethe 
for trading in such a market but also upon the willing- 
ness of traders to utilize the facilities of the market. An 



152 



ORGANIZED BANKING 



Shifting of 
relative 
demand 
requires 
transforma- 
tion of 
bank credit 



Intertrans- 
formability 
depends 
upon sys- 
tem of 
note issue 



open discount market therefore assumes not only the exist- 
ence of acceptable discountable paper but also the willing- 
ness of bankers to employ rediseounting as a normal 
expedient in strengthening reserves. Heretofore in the 
United States commercial paper has been a relatively 
"dead" asset because bankers developed the habit of hold- 
ing on to it until maturity. A frank attempt to rediscount 
some of the paper in his portfolfo would have subjected 
an American banker to suspicion. The attempt would 
have been interpreted as a confession of weakness. In cer- 
tain rural districts of the West and of the South banks 
were less timid in this direction than were the banks of 
the country generally, but taking banking practice by and 
large in the United States it may be said that it was against 
the system of rediseounting. In Europe rediseounting is 
accepted as a routine matter, and the benefits of an open 
discount market have thus been long enjoyed. 

The variation in relative demand — or the shifting of the 
demand for bank credit from one form to another — requires 
the transformation of this credit. If banks were not re- 
stricted by law the transformation would be rapidly made 
by them, according to the dictates of self-interest. While 
legal difficulties are not often thrown in the way of the 
transformation of note liabilities into deposit liabilities, 
the reverse transformation, for reasons already discussed, 
is often strictly controlled by law. Yet when demand 
shifts from deposits to notes — ^that is from instruments of 
limited to those of general acceptability, impediments in 
the way of note issue, which prevent the notes from occupy- 
ing the place of the deposits, tend to throw the demand on 
the money in the reserves. This, as is understood; involves 
widespread contraction of all credit. 

The attainment of intertransformability of the two forms 
of bank credit must depend largely upon the system of 
note issue in a country. The privilege of issue may be 
in the hands of a single bank, or it may be extended to 
competing banks. Moreover the competing banks may be 
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few with a safeguarded field, or they may comprise all the 
banks in a system. 

The requirements of a monopolistic system of note issue Monopoly 
may first be considered. Here local banks feeling the need 
of an increased issue of a hand to hand medium must 
perforce turn to the central bank of issue. The question 
under a monopolistic system is therefore, first, under what 
terms and conditions can local banks be sure of getting 
notes when notes are needed, and second, under what con- 
ditions may the central bank itself expand its note issue. 

Centralization of reserves, more or less complete, in the 
central bank of issue, would seem to be essential. That is to 
say, local banks would have to carry balances with the 
central bank, which balances could at any time be drawn 
down in the shape of notes. Moreover, it must also be 
possible for the local bank to strengthen its reserve bal- 
ance through rediscounting or by means of a direct loan. 
It is conceivable that a local bank might sell discounts to 
or borrow directly from a central bank of issue without 
carrying with such central bank any regular balance, but 
this method would itself imply a considerable concentra- 
tion of reserve funds in the bank of issue if the demands 
likely to be put upon it are heavy and widespread. Irre- 
spective, therefdre, of the relations that may obtain be- 
tween local banks and the central bank of issue, a free 
transformation of deposit liabilities into note liabilities, 
under a monopolistic system of note issue, requires a con- 
siderable degree of reserve centralization in the bank of 
issue, and an assurance vouchsafed to the local banks that 
through loans or rediscounts the needed notes can be 
obtained. 

The extent to which the central bank of issue can meet 
the needs of the local banks depends, of course, upon the 
degree to which reserves are in its control and upon the 
legal prescriptions which a monopolistic system necessarily 
imply. The more complete the control of reserves that 
attaches to the central bank of issue the more readily can 
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the fullest needs be met, and the more adequately can note 
issue as well as extension of credit in general be regulated. 
Similarly, the broader and more liberal the legal provisions 
under which the central bank operates, the more adapt- 
able and the more elastic is its service likely to be. 

Under a system of free or of limited competitive note 
issue several circumstances must be taken into account. 
Where each bank is a bank of issue, in the absence of legal 
restriction, transformation of deposits into notes will re- 
spond to demand. Here it is only a question of prudence 
in the original selection of investments and in the mainte- 
nance of adequate reserves. Where legal regulation is 
imposed the transformability of deposits into note liabili- 
ties must work within the limits set by law. 

Where note issue is not, however, permitted to all banks, 
but is reserved for only a proportion of those in the field, 
either the issuing banks must be numerous and resourceful 
enough to meet the shifting demand, or the non-issuing 
banks must obtain the needed notes from the issuing banks. 
The latter condition implies some sort of a working under- 
standing between banks of issue and non-note-issuing 
banks. Such an understanding might involve partial de- 
posit of reserves, and direct or indirect rediscounting, or 
borrowing by the non-issuing banks from the banks of 
issue. In the absence of such understanding, or of market 
practice whereby non-issuing banks may rely on the banks 
of issue, there is available, when an increase in the demand 
for bank notes arises, only one expedient, namely, the pay- 
ing out of money from the reserves. 

There remains a final point of great importance to which, 
in this connection, reference must be made. Under any 
system of note issue a part if not all of a bank's normal 
investments must be equally acceptable cover for notes as 
weU as for deposits. It is trite to say that for each lia- 
bility a bank must have as "cover" satisfactory assets. 
^Whether a bank is extending its credit in the shape of 
deposits or in that of notes it must have in its vaults 
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forms of property the value of which offsets the liabilities 
represented by such credit. In the absence of legal re- 
striction, any form of property normally acceptable as an 
investment to the bank would be considered as satisfactory 
cover for either deposits or notes. But the law may set 
up certain standards of investment for each kind of credit, 
and in this case the transformation of credit from deposits 
into notes could be effected only if the investments accept- 
able as cover for notes could be quickly obtained in ade- 
quate quantities. If the law demands as cover for the 
notes special forms of investments, especially if such in- 
vestments are not those entering normally into the routine 
business of the bank, the bank may find that, when the 
demand for bank credit shifts from deposits to notes, the 
special forms of cover legally required for notes may not 
be obtainable in quantities or on terms that will permit 
adequate note issue. Our own national bank notes supply 
a case in point. These notes are based on government 
bonds. But government bonds enter but slightly into a 
bank's normal operations. Hence when a bank in the past 
wished to issue more notes it had to go out into the mar- 
ket and make special efforts to get more bonds. The bonds 
might, however, be unavailable on satisfactory terms, and 
the notes would not then be issued. By far the simplest 
and most certain expedient in the attainment of adequate 
intertransformability is to be found, therefore, in per- 
mitting a bank to use as cover for both deposits and notes 
a sufficiently large proportion of its normal banking assets. 
Full asset banking is not necessary, because it is hardly 
conceivable that there would be a complete shifting of de- 
mand from deposits to notes, but the proportion of normal 
assets that is made acceptable as cover for notes must be 
sufficiently large to take care of whatever demand for notes 
might arise. 

Summing up the contents of this chapter it may then Summary- 
be said that the question of mobility and elasticity of credit, 
in so far as changes in place and in time demand are con- 
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cerned, is primarily a question of reserves. The more 
nearly reserves are centralized the more freely does bank 
credit tend to flow. In any case a bank feeling pressure on 
its reserves must, through the possibility of lending or 
rediscounting, be able to strengthen them. Owing to the 
nature of a bank's activities rediscounting is held to be the 
most approved method of strengthening reserves, and for 
this purpose, with or without centralized reserves, an open 
discount market is highly desirable. Lastly, in order to 
insure free interehangeability of deposits and notes a con- 
siderable proportion of the bank's normal assets must be 
legally acceptable cover for both these forms of its credit. 
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CHAPTEE IX 
THE PROTECTION OF THE RESERVES 

The protection of the reserves may also be regarded as 
a question of safeguarding the credit that is based on 
reserves. Whatever the angle from which it is viewed, 
however, the essential element involved in the question 
is the maintenance of proper relations between reserves 
and liabilities. 

There are many interesting aspects of this question, but 
the important aspects may, according to the fields in which 
they arise, be classified under the headings "national" and 
"international." 

Nationally the main questions of interest arising in 
connection with protection of reserves may be briefly stated 
as follows:- What is the absolute importance of credit in 
the nation's economic life? What are the circumstances 
determining the proportion of the total money supply 
available for reserve purposes? And, lastly, what methods 
may be employed duly to limit the credit liabilities resting 
on available reserves ? These may be considered in turn. 

The absolute importance of credit in a country and the 
proportion of a country's money supply that will be 
available for reserve purposes involve certain common 
factors. The first of these is habit and tradition with 
respect to the use of bank credit and the use of hand to 
hand money. The importance of habit in this connection 
is obvious, and was discussed in a similar connection before. 
Such habits are not easily controlled or changed, and while 
they may be rationally explained, at any given moment 
they must be accepted as ultimate facts. Another factor 
is the organization of a country's economic life. Advanced 
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technical development, large scale production and market- 
ing, and large and intricately organized business units 
necessitate a complex credit organization, with much de- 
pendence on credit media absolutely and relatively as com- 
pared with money. 

A third factor is the organization of a country's mone- 
tary and banking system. With respect to the money 
system the question involved from the purely national 
point of view is not so much one of the standard that is 
chosen as it is of the amount, character, and relation to 
the standard money of the other kinds of money put into 
circulation. In other words, the question is: What kinds 
of money are legally acceptable for reserve purposes and 
how is this money issued and controlled? Through the 
manipulation of its money system a government may re- 
strain or inflate credit, preserve it or press it to de- 
struction. 

The proper organization of the banking system is quite 
clearly of great significance in this connection. The more 
closely the units of the system are knit together, the more 
thoroughly is their position safeguarded ; while, the greater 
the degree to which the public interest is emphasized, the 
more efficiently wiU the system function, and the more 
widespread and thorough will be the dependence that is 
placed upon it. 

The due limitation of credit liabilities resting on reserves 
is itself a complicated matter. It depends, in the first 
place, upon the percentage of reserves necessary for the 
maintenance of confidence in credit. This, as has been 
seen, cannot be determined a priori. The reserve require- 
ment can be arrived at with accuracy only by experience, 
and it varies with time and with place. But, whatever 
the varying requirement may be, credit safety demands 
that it be religiously observed. 

The proper limitation of credit liabilities resting on 
reserves depends also on the factors determining the elas- 
ticity of credit in a country. 
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Just what is meant by elasticity of credit was shown in 
a previous chapter, and the great importance of such 
elasticity was also set forth. In general it was indicated 
that in the absence of legal restriction the expansion of 
both forms of bank credit responds readily to demand. 
Moreover, it was shown that well organized local and inter- 
community clearings supply a check on the excessive ex- 
pansion of credit by a single bank in a community as 
against all its neighbors in the clearing house, and 
by all the banks of one community as against the 
banks in other communities. In like manner refer- 
ence was made to the fact that international clearings 
tend also to limit the expansion of credit of a nation as 
against other nations with which the country concerned 
has, directly or indirectly, intimate financial relations. 
But the differences between domestic and international 
trade are from many viewpoints so serious that safe reli- 
ance cannot be placed on an automatic checking of credit 
inflation through international clearings. The main dif- 
ficulty to be emphasized is that such automatic readjust- 
ment results only from a fundamental weakening of 
reserves through the exportation of gold. Expansion of 
credit should be restrained before inflation stimulates gold 
exports. Finally, it will be recalled that, from the point 
of view of contraction, the difference between notes and 
deposits is such as usually to require special pressure on the 
notes to insure prompt redemption. 

The factors underlying elasticity of bank credit in a These fac- 
country were also sufiiciently elucidated. On the one hand p°g®^^"gi 
there must be considered business methods and customs, discussed 
banking development and practice, and banking organiza- 
tion. On the other hand there is involved the question of 
the public regulation of banking. The business factors 
may be, adequate but their useful influence may be inter- 
fered with by unwise legislation. Conversely, business 
practice may be bad notwithstanding a wise public policy 
with respect to banking. The situation as a whole ought, 
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of course, to be such that a healthy expansion of credit 
follows an increase of demand, but inflation must be 
guarded against and contraction must be insured when 
demand falls off. 

In connection with the maintenance of a proper relation 
between ultimate reserves and the credit superimposed 
upon them over the country as a whole, not much can be 
expected of international rearrangements of credit. The 
importance of an open discount market to the individual 
bank desiring to strengthen its position, or of facilities 
for rediscounting some of the paper in its portfolio, was 
previously discussed. Such agencies are equally important 
to the banks of a whole community as elements in a wider 
national system. But international rediscounting, while 
possible and important, as will be seen subsequently, can, 
for the benefit of the banking of the country as a whole, 
at best operate only within narrow limits. There is no 
international centralization of reserves that permits an 
easy shifting of balances between nations, and the volume 
of internationally discountable paper in any one country is 
not likely to be large enough, or distributed with sufficient 
uniformity, to assure the possibility of adequate credit 
readjustments. Consequently, serious readjustments in the 
international market usually require shipments of bullion. 

Direct additions to the reserves themselves are also 
practically out of the question. In times of credit inflation 
gold tends to move out of rather than into a country. 
It is only when the bubble has been pricked that any 
stimulus to gold imports is given. Moreover, even though 
a country have gold mines of its own, fluctuations in the 
output of the mines will have no necessary relation to 
changes in credit needs. Similarly, the general circulation, 
however heavy the proportion of gold in it may be, cannot 
be reliably depended upon as a source of gold for reserves. 
If the credit situation is such that banks have to retrench, 
and feel the need of strengthening their reserves, the 
general public will be inclined to withdraw gold from. 
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rather than bring it to, the banks.^ On the whole, there- 
fore, it may be said that the proper control of credit re- 
quires the adjustment of credit to reserves rather than 
the adjustment of reserves to credit. 

Taking the country as a whole, however, final limitation Arbitrary 
of credit is possible only with arbitrary control. Inter- control of 
nally, as was seen, if a country has a well organized system needed in 
of local and intercommunity clearings, expansion of credit ^'^^^ . 
tends to be automatically controlled. But internationally 
the process of clearing acts as an automatic check only 
clumsily and expensively. Hence to prevent the national 
expansion of credit up to the point where the clumsy inter- 
national check begins to operate some authority must be 
provided which can effectively control the situation. What 
is involved in such control may be more fully set forth 
subsequently. 

Considering simply the domestic factors involved in the Thorough- 
safeguarding of reserves no more desirable means of at- fentfajj^a- 
taining that end can be devised than thoroughgoing cen- tionsup- 

tralization. The economy of centralized reserves was dis- &^ *'lt„c 

Ocsc iiic3.ns 

cussed in a previous chapter. Only through centralization of control 
of reserves can an effective readjustment of credit be made 
in response to the varying changes in demand from place 
to place and from time to time, and in the shifting of 
demand from one form to another. But the point that it 
is desired to emphasize here is that under a system of 
centralized reserves the total expansion of credit can be 
duly controlled. Where reserves are centralized the agency 
in control of reserves dictates in last analysis the terms 
on which credit may be extended. Hence, under any gen- 
eral policy of domestic expansion the central reserve au- 

' The European hanks during the Great War succeeded in ob- 
taining from private hoards large quantities of gold. The issue 
of one-pound and 'of ten-shilling notes in England helped greatly 
there. In the other countries appeals to patriotism were made. 
These incidents are obviously abnormal, however, and offer no 
support for the view that to meet normal exigencies withdrawals 
of gold from general circulation can be relied upon. 
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thority can through an increase of its own rates discourage 
the movement before it assumes dangerous proportions. 

The restraining influence that the reserve-holding au- 
thority can bring to bear upon the general market depends, 
of course, upon a number of things. Eeserves must be 
sufficiently centralized so that the outside market can 
never get very far in its expansion of credit without 
having recourse to the central authority. In other words, 
to employ the term that is usually relied upon in this 
connection, the official discount or loan rate of the central 
authority must be "effective." It may at times be just as 
important to have the official rate effective when the gen- 
eral market rate remains at too high a level, but ordinarily 
the significance of the effectiveness of the official rate is 
to be found in connection with the forcing up of the 
market rate when it is believed that this rate is at a level 
that encourages a relatively loose use of credit. When 
its rate either is or can be made "effective" the central 
reserve agency can nip in the bud any undesired credit 
expansion. 

An effective official rate follows almost as a matter of 
course from highly centralized reserves, but there tend to 
be differences of degree between different countries accord- 
ing to the relative emphasis placed in practice upon notes 
and upon deposits, and according to the legal limitations 
that may be placed upon the extension of credit in the 
several forms. Under a monopolistic system of note issue 
in a country where chief dependence is placed upon notes 
as against deposits no serious movement of credit expan- 
sion can get under way without the cooperation of the 
central bank of issue. The central bank can in such cases, 
therefore, quickly stifle untoward inflation. On the other 
hand, if notes are relatively unimportant, and if there be 
no special reserve requirements for deposits, as is the case 
in England, then there can be considerable fluctuations of 
outstanding credit with the central bank unable to inter- 
fere. There are times when the Bank of England wishes 
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to make its rate effective that the bank finds it necessary 
to employ a broker to borrow in the market, thus absorb- 
ing credit until the "bank rate" prevails. 

Finally, it must be mentioned that under centralized Moral 
reserves the position of the reserve agency is such as to ?°fl"^"'^«, 

,,.... 1 ■ n important 

enable it to exercise a strong moral miiuence m the credit 
market. The prestige that naturally attaches to the con- 
trol of a country's bank reserves makes the reserve-holding 
agency the natural leader of the money market. This 
prestige is normally heightened by the fact that the great 
reserve-holding banks of the world are more or less closely 
associated with their respective national governments. 
They are not only the government bankers, but their whole 
business is more or less under government supervision. The 
result is that mere suggestions of the responsible oflcers 
of the big central banks take on the color of authority, and 
it is thus often possible for them to control credit develop- 
ment without active interference in the market. 

The international factors alluded to above as involved The inter- 
in the protection of the reserves have to do in the main national 

Tsctors 

with gold movements.^ Exports of gold must, if necessary, largely 
be discouraged while at times a positive stimulus must be concern 
given to gold imports. movements 

The possibility of restraining or of preventing gold 
exports depends naturally upon the way in which the gold 
reserves are managed. In the chapter dealing with inter- 

* The money in general circulation within a country may be silver 
or even paper, and all such money may be lawful money for reserve 
purposes for the banks. But under a gold-standard system this 
money must be kept at a parity with gold and in the interna- 
tional exchange market this means that gold or a satisfactory equiv- 
alent must be freely supplied whenever the situation demands it. 
The readjustments of the relative values of the money of several 
countries, when these values vary by an amount exceeding the cost 
of shipping bullion, come, as was seen in the chapter on "Interna- 
tional Clearing " only as a result of sending that which is supposed 
to be the connecting medium between the different moneys, namely 
gold bullion itself. That which is legal money in one country 
enjoys in most cases no legal status in another country. 
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national clearings the circumstances giving rise to gold 
movements were fully set forth. The normal movements 
of gold in international exchange result from the desire 
of exchange dealers to earn a profit. Variations in the 
exchange rates from mint par imply differences in the 
money-purchasing power of gold bullion in the countries 
concerned. If these differences are great enough to cover 
all the charges involved gold tends to move. Hence under 
a system of decentralized reserves, with the gold directly 
or indirectly in the hands of numerous banks, each bank 
will pursue a policy that is dictated almost exclusively 
by its own individual interests. Comparatively little con- 
sideration will or can be given by individual banks to the 
needs of the general situation. In times of serious emer- 
gency, when each bank is likely to fear the effect on itself 
of a general unsettlement of confidence, common action 
through clearing houses or through special associations may 
present the only means of salvation. But such cooperative 
action is only remedial. What is needed is a preventive 
control so that the necessity for remedies and palliatives 
rarely arises. It may therefore be said, that, since under 
a system of scattered reserves no uniform policy with re- 
spect to gold movements can in normal times be expected 
from disconnected banks, because of the more or less 
regular conflict of interests between them, and, since such 
uniformity of action that may be imposed in times of strain 
is at best only remedial rather than preventive in nature, 
an adequate control of gold exports is to be expected only 
under a system involving a high degree of reserve cen- 
tralization. 

Experience has taught that there are several ways of 
checking gold exports.^ The applicability of the different 
means depends, of course, upon favorable collateral cir- 
cumstances, but in general it may be said that they relate 
in first instance to the movement of the metal itself, while 

* The diicussion assumes the gold standard for the monetary 
systems. 
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in the second place they have to do with the circumstances 
underlying the movement. 

Since gold that is wanted for export must normally be Charging a 
obtained through the redemption of other forms of cur- fj, go™ 
rency it may be possible to charge a premium for gold 
sufSciently large to add materially to the cost of exporta- 
tion, but, on the other hand, not large enough seriously to 
raise the question of the maintenance of the gold basis of 
the currency system. The rigid maintenance of the gold 
basis requires in last analysis unobstructed redemption in 
gold of aU the different kinds of money or currency sup- 
posed to be circulating at par with gold, but slight com- 
promises may occasionally be made with the strict require- 
ments of theory when practical exigencies seem to demand 
them. Kedemption of the domestic currency in gold is 
important chiefly in the field of international exchange, 
but the maintenance of adequate gold reserves at home is 
essential to the maintenance of confidence in the domestic 
money and banking system. Hence in the interest of 
greater monetary security at home it may be wise to sacri- 
fice to some extent in international affairs the advantage 
to be derived from a uniformly maintained value in gold 
of the money unit. Thus England, France, and Germany 
have all interfered with the normal flow of gold during 
the Great War in order to protect the money and credit 
structure at home. 

The charging of a premium on redemption in gold as- implication 

sumes, however, the possibility of an alternative means of <>* *e 

' ' ^ ■' premium 

redemption freely available to the redeeming agency. If expedient 

gold alone could be legally used for redemption then any 

attempt to charge a premium for it would involve the open 

abandonment of the gold basis of the currency. But if, 

for example, both gold and silver coin may be used in 

redeeming credit or currency, then when gold is desired 

for export the redeeming agency may elect to pay in silver 

coin, and may consent to pay gold only when a premium 

for gold is offered. In France and in the United States 
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the silver coins that are issued in terms of the standard 
unit are full legal tender and are not themselves further 
redeemable. Bank of Prance notes are redeemable in both 
silver and gold. In the United States the national bank 
notes are redeemable in "lawful money" which includes 
all the money issued by the government. The federal 
reserve notes, although issued in the name of the govern- 
ment, are issued through the federal reserve banks and 
these notes are specifically redeemable in gold. In the 
United States gold for export is normally obtained through 
the redemption of gold certificates, but in France the bank 
notes are relied upon. Moreover, in the United States our 
banking system has hitherto not been organized in a way 
to provide for any centralized responsibility with respect 
to gold reserves. But in France the Bank of France has 
at times chosen to redeem its notes in silver, and has either 
charged a premium for gold or refused it altogether. Obvi- 
ously, the administration of such an expedient must be 
handled with the greatest care, but when so handled it 
may at times prove serviceable. 

In the absence of the possibility of charging a premium 
on gold a somewhat cruder realization of the same end 
may be attained through the throwing of obstacles of one 
form or another in the way of those desiring to obtain gold 
for export. Thus it has been authoritatively pointed out 
that the Bank of England maintains a "gold export cor- 
ner" into which are gathered all the light-weight sov- 
ereigns that come within the legal limit of tolerance. 
"When there is a demand for gold for export the gold is 
supplied from this corner, and, as in international ship- 
ments the coins are rated only on the basis of their actual 
bullion content, the difference between bullion value and 
money value may be sufficiently great to act as a cheek to 
exportation. In Germany the notes of the Reichsbank are 
normally freely redeemed at its branches, but there have 
been times when the Reichsbank has availed itself of its 
legal privilege to redeem at par only at Berlin, requiring 
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the exporter to pay the cost of shipping the bullion from 
Berlin to Hamburg or Bremen as the ease might be. 
Finally, where reserves are centralized under the control 
of a big central bank of issue, such a bank may through 
its natural position of leadership bring effective moral 
pressure to bear on the market. Thus it is said that a hint 
from the Eeichsbank is all that is needed at times to check 
the exporters from seeking profit through gold exporta- 
tion. But in the utilization of means of the character 
here suggested, just as in the case of a possible premium 
on gold in redemption, the most conservative practice must 
obtain lest the whole system come into disrepute. 

Much more satisfactory than the methods already re- Goldex- 
ferred to for the checking of gold exports is the wholesome P'"'*^ ™^y 
economic expedient of making it relatively unprofitable to unprofitable 
export gold. This object may be attained by increasing 
the relative value of gold bullion in the home country 
through the effective enhancement of the value of home 
funds. This requires a further word of elucidation. 

When a country has gold as the standard of its money Domestic 
system, with the necessary free coinage of gold under this ^^^t 
system, gold has always in that country a fixed purchasing enhanced 
power in terms of money. Thus in the United States the '"* ™'^^ 
money-price of 23.22 grains of gold is always one dollar. 
Hence, as explained in a previous chapter, when in the 
international market the relative value of money funds, as 
expressed in the exchange rate, varies by an amount ex- 
ceeding the cost of transporting bullion, gold moves from 
the market where the money is relatively less valuable to 
that where it is more valuable. The value of money, simply 
as money, in a country may be expressed in terms of per- 
centages of money itself or in terms of goods. There 
would of course be no point in offering presently available 
money-funds against other such funds, but we have as a 
regular thing in the "money market" the offering of future 
money-funds against those presently available.^ The rate 

' W. O. McLeod, Theory <md Practice of Banking, Chap. I, p. 50. 
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at which the future funds are offered for the present 
funds is an indication of the value of the present funds. 
In otier words, eliminating the question of risk, the rate 
of discount in a market reflects the value of present money 
funds in that market as compared with the value of future 
funds. The higher the discount rate the greater the return 
in the future that one can get for the surrender of his 
money in the present. On the other hand the lower the 
prices of goods the higher is the value of money. Hence 
the discount rate and the price level tend to vary in 
opposite directions. 

A difference in the discount rates obtaining in two 
countries indicates, therefore, a difference in the value 
of presently available money-funds in such countries. This 
difference in value may or may not be reflected in the 
general price level, but this need not concern us here. 
Suffice it to say that with two countries on a gold standard, 
with full freedom of coinage of gold on the one hand, 
and free redemption in gold on the other, any difference 
in their respective discount rates tends to give a rela- 
tively higher value for gold as a means of purchasing 
money in the country with the higher rate than it has 
in the country with the lower rate. Of course, there may 
be offsetting circumstances, as was seen in the chapter 
dealing with international clearings, but, with other 
factors determining the exchange rates equal,- the move- 
ment of the effective discount rates may itself suffice to 
carry the exchange rates outside of the limits indicated 
by the "gold points." The influence of the discount rate 
on the exchange rate grows out of the desire of interna- 
tional bankers to get the highest possible return on the 
funds that they advance. Their purchases of bills by 
means of which they effect the transfer of their funds to 
the markets where rates are high may lead, in the market 
where the discount rate is low, to the advance of the ex- 
change rate to the gold export point. On the other hand, 
the raising of the discount rate in the market from which 
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gold exports are threatened may serve to prevent exchange 
rates from moving to the gold export point.^ 

Any change in the discount rate that is intended really change in 
to influence the foreign exchange rates must be "effective." ^'^count 
That is to say, the rate proposed must be controlling in be effective 
the market. If anywhere in the market present money- 
funds are available at rates below the proposed rate, pur- 
chasers or borrowers of funds will go to the seller asking 
the lower price. But when an enlargement of the supply 
of the domestic funds is possible only on the basis of the 
higher rate, then it may be said that the value of such 
funds has been effectively enhanced. 

Instead of thinly veiled interference with gold exports, Foreign 

and of the burdensome enhancement of the value of do- "^^'^1 

may be 

mestic funds, it is possible to employ a serviceable sub- serviceable 

stitute. A supply of foreign credits may be kept on hand 

against which bills can be sold whenever the exchange 

rate advances to the gold export point. 

Such a supply of foreign credits is for international Foreign 

exchange purposes quite as effective as gold at home "^go^'^a/^ 

available for export. As already indicated, gold shipments gold for 

are made by international bankers for one purpose only — ^''^^"ff 

the establishment of credits in terms of the money of the 

country to which the gold is sent. Hence, if the agency 

in ultimate control of the gold reserves is enabled to 

maintain balances in foreign countries, bills drawn against 

such balances may be thrown on the market to increase 

the supply of exchange when the rate reaches the gold 

export point. With a proper management of. the reserves 

at home there is no objection to counting such foreign 

' " It is the foreign exchanges that regulate the outflow or influx 
of gold, and foreign exchanges can only be regulated by the value 
of money." — Sir Felix Schuster, the Governor of' the Union of 
London, and Smith's Bank, in Publications of National Monetary 
Commission, Vol. 1, p. 51. " The whole essence of it is to increase 
the cost to the man who wants to take the gold up to the point 
when he has to say: 'I must do something else.'" — Mr. Charles 
Cow of the London Joint Stock Bank in Publications of National 
Monetary Commission, Vol. 1, p. 90. 
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balances as a part of the domestic reserves, since redemp- 
tion at home in normal times is incidental to the need of 
gold for export purposes. If this need can be met in some 
other way the home reserve demand is correspondingly 
diminished. Moreover, such foreign credits may in times 
of emergency be augmented by special loans, and changing 
necessities may be taken care of through arbitrage opera- 
tions. The administration of such credits involves some 
delicate questions, but they have no bearing upon the 
fundamental principle and may be waived here. Assum- 
ing such difficulties to be properly handled, the fact 
remains, as demonstrated by the experience of some of 
the central banks of the continent, that foreign credits are 
at times very effective substitutes for gold reserves at 
home. 

There are times, however, when power to restrict gold 
exports is not of itself adequate. Under certain exi- 
gencies, as for example when more gold is needed to 
sustain confidence at home, it becomes necessary actually 
to import gold. Experience has demonstrated that gold 
imports may be stimulated in several ways. 

The simplest way of getting gold is of course to go in 
the world market and buy it outright at whatever price 
in domestic funds may be necessary to obtain it. Assum- 
ing, as before, the gold standard in a country, the mint 
price of gold cannot of course be changed, but in view of 
the disproportionate strengthening of bank reserves by 
the positive addition of gold — just as there is a dispro- 
portionate weakening through the actual withdrawal of 
gold — it is possible and may be profitable to offer a price 
in bank funds beyond the price that is fixed by the coinage 
law, or at least beyond the price which, all things con- 
sidered, is held to represent the par in the money market. 
In normal times gold is regularly auctioned each Monday 
in London. The mint price for gold is £3 17s. 10%d. per 
ounce. The Bank of England is required to give its notes, 
however, at the rate of £3 17s. 9d. per ounce. The dif- 
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ference is supposed to be an offset for the waiting that 
would be necessary if the owner of gold desired to have 
his bullion converted into coin on his own aiceount at the 
mint. Kepresentatives of foreign banks oftentimes bid 
higher than the accepted legal rate, and, if the Bank of 
England wishes to retain the gold, it must outbid the 
competitors in the market. It will be seen that this method 
involves, to the extent of the premium, the sacrifice of 
domestic funds for the benefit of the foreigner, but the 
strengthening of reserves and the buttressing of confidence 
at home would, of course, be cheaply bought with such 
a sacrifice. 

Furthermore, some of the means that are normally other 
employed in checking gold exports may be applied with ^''P^^'^^'ts 
sufficient rigor to stimulate an actual inflow of gold, employed 
There may be, for example, a direct loan of gold instead 
merely of a loan of foreign credits against which bills of 
exchange may be sold. Or if there be substantial foreign 
credits these may be directly drawn down in gold, or bills 
drawn against them may be offered in such volume that 
the market rate for foreign exchange drops below the 
gold import point. In like manner the value of domestic 
funds in the world market may be enhanced to such a 
degree that those with available resources will desire to 
profit thereby and will leiid such sums as they can com- 
mand. Such an enhancement might be brought about, as 
already explained, through the effective increase of the 
discount rate. Of course, the relative enhancement of the 
value of domestic funds is involved in the sacrifice of 
foreign credits on the domestic market, but the conse- 
quences are not the same in both instances. Raising the 
value of funds at home does not imply the same sacrifice 
that is inevitable in the wholesale dumping of foreign 
funds. "Where the reserve and the credit system are not 
adequately managed and controlled it "is the dumping" 
expedient that must be mainly relied upon. In New York, 
during the panic of 1907, the bottom dropped out of the 
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foreign exchange market. So great was the demand for 
funds at home that foreign bills were almost unsalable at 
any price. 

As in many other departments of human endeavor, 
however, the "ounce of prevention," in this problem of 
international gold movements, is often worth more than the 
"pound of cure." There are of course some movements 
of gold which are perfectly normal and unavoidable, but 
there are other movements which are induced by condi- 
tions, which, had they been understood and foreseen, might 
have been altered. Wherever the exportation of gold 
results from excessive credit expansion at home, such 
exportation might have been prevented by the seasonable 
restriction of credit. 

While there is some difference of opinion as to the exact 
manner in which credit inflation leads to exportation of 
gold no such difference exists as to the fact itself. The 
expansion of credit may lead to a depression of the dis- 
count rate in the domestic market, and this may lead 
bankers to wish to transfer their loanable resources to 
more profitable markets. Or such credit expansion may 
lead to an inflation of domestic prices upsetting the normal 
relation between exports and imports both of commodities 
and of securities. In either case, or in both cases, the 
resulting tendency is pressure on the demand side in the 
foreign exchange market with the possible outcome of an 
advance in rates to the gold export point. 

With the entrance of America into the arena of world 
finance another somewhat more subtle form of credit ex- 
tension deserves mention. This involves extension of credit 
to the foreigner. To the extent that financial operations 
in the markets of the world may be transacted in terms 
of the money of any given country, as was largely the 
case before the Great War in the almost universal em- 
ployment of the pound sterling, banking institutions in 
such a country may, through the acceptance and discount- 
ing of bills of exchange, give foreign borrowers heavy 
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claims in domestic funds. Such funds ultimately redeem- 
able in gold may be used by the foreigner to withdraw 
gold from the country where the funds originated, and 
such withdrawals might in turn seriously embarrass that 
country's domestic markets. 

It was pointed out above that under adequate manage- This can be 
ment of centralized reserves, undue expansion of credit at prevented 
home can be successfully forestalled. Similarly, under 
such a system, excessive credit extension to the foreigner 
can be prevented. The reserve-holding bank, being in 
last analysis the arbiter of credit, has means of keeping 
itself informed as to conditions in the market. If "finance 
bills" — ^which are the media normally relied upon in the 
extension of credit to foreigners — appear in threatening 
volume, the central bank can adopt whatever expedients 
may be requisite to limit their supply. In England a 
mere hint from the Bank of England has been all that 
was needed, but where such delicate expedients are not 
adequate, there is always the possibility of effectively rais- 
ing the discount rate. This hits the home borrower as 
well as the foreigner, but that is one of the costs that 
must be borne when a country becomes a world-wide sup- 
plier of funds. The foreigner's borrowings quickly dimin- 
ish as the discount rate advances, and his ability to weaken 
the home market through the withdrawal of gold naturally 
diminishes in equal degree. 

Nationally and internationally, therefore, the ability Limitations 
effectively' to control the discount rate is a powerful ll^^^^'^^' 
weapon in the protection of the ultimate reserves. Yet discount 
it is necessary to observe the limitations which characterize ™^* ° 
it. An increase in the discount rate is a tax on the home 
borrower. It is effective only when it enhances the value 
of funds in the domestic market and that means that 
every individual obtaining funds in such a market pays 
a higher price than he would have paid had there been 
no increase in rate. Prom the immediate borrower or 
purchaser of fund§ the burden tends to be shifted to the 
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ultimate consumer, although the exact distribution of the 
burden can never be accurately ascertained. In general, 
it means in the end a higher cost of production and a 
higher cost of living. Of course the higher cost also hits 
the foreigner borrowing in the domestic market, but he is 
bearing in any event only a small part of the total burden. 
Furthermore, increasing the discount rate can prevent 
gold exports only under two conditions, viz., first, when 
the foreign holder of domestic credits can be appealed 
to on the basis- of profit, or, secondly, when the home 
country is a lending country and can dictate the terms 
on which it will lend. If the foreign holder of domestic 
credits chooses to redeem his credit in gold and to have 
the gold shipped to him nothing short of arbitrary inter- 
ference can stop him. But if the withdrawal of gold 
proceeds, as it normally does, simply on the basis of higher 
profit elsewhere, through a readjustment of the possible 
profits, the withdrawal may be prevented. Similarly, if 
a given country is, on the balance of international transac- 
tions, the debtor, and if the ultimate creditors insist upon 
final payment, no amount of tinkering with the discount 
rate can prevent the exportation of so much bullion as is 
necessary to settle the debt. But if the country considered 
is a lending country its position is different. It can, as 
a lender, dictate the terms on which it will lend, or it may 
refuse to lend altogether. Owing to the limitations of the 
discount method of reserve control most countries have to 
couple with it other means of protection. Most of the 
central banks of the continent keep a considerable port- 
folio of foreign bills and make arrangements for loans 
of gold or of credit, while at the same time tKey may 
throw obstacles in the way of gold exports. 
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CHAPTER X 
KEQUIREMENTS OF A GOOD BANKING SYSTEM 

The peculiar function and the great importance of com- 
mercial banking render highly desirable if not absolutely 
essential its organization on a national scale. In its opera- 
tion this form of banking constitutes a part of the national 
money system. Checks drawn on banks in Maine are used 
to pay bills in California. Bank notes circulate side by 
side with the standard money issued by the government. 
The unsettling of confidence in any given locality reacts 
upon the whole credit structure, and through credit on 
the entire system of production. The organization of a 
country's banking system as a whole is, therefore, a subject 
that transcends in importance that of the unrelated activi- 
ties of individual banks. 

"Writers with imagination have referred at times to a 
world organization of credit. Where one's outlook is suf- 
ficiently cosmopolitan the possible benefits of a world- 
wide system are obvious. But the heterogeneity of the 
world's peoples, the differences in their economic activi- 
ties, and the diversity in their points of view, render 
useless any consideration of a world banking system. The 
economic life of today and the system of exchange involved 
in it are based almost exclusively on ultra-nationalistic 
conceptions. A brief consideration of the opposing inter- 
ests and ideals which underlie the Great "War sufSces to 
disclose the truth of this proposition. 

"While much may be said concerning the need of national 
organization of commercial or credit banking, the need 
of such organization in the fields of investment and sav- 
ings banking is not equally pressing. Bank credit in its 
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normal manifestations appears as a medium of national 
use, but the major portion of the locally collected invest- 
ment funds in the hands of savings and of purely invest- 
ment banks are locally utilized. That portion which is 
not locally applied tends to be mobilized in the great 
security markets. ^ 

The existence of such markets assures a satisfactory 
apportionment of the available investment funds. Rates 
charged for purely local investment purposes, as, for 
example, for real estate mortgages, may vary considerably 
from section to section ; and in special fields, like farm-loan 
mortgages, it may also be necessary to organize investment 
banking on a national scale in order to mobilize funds 
over an adequately wide area, and to provide the standard- 
ized securities essential to such mobilization. But in the 
wider markets the securities dealt in may represent prop- 
erties scattered over the whole country, while the funds 
appearing for investment are sent in from every quarter. 
The only questions that are raised concern safety and 
earnings. Hence the competition of seekers after funds, 
on the one hand, and of buyers of good and profitable 
investments, on the other, leads, other things equal, to 
substantial uniformity in rates, and, in consequence, to 
an apportionment of the availajjle funds which promises 
maximum social advantage. 

The earlier chapters of this book aimed to set forth the what con- 
underlying principles of commercial banking as a possible elusions 
basis for intelligent conclusions concerning the organiza- drawn 

tion of this branch of banking over the country as a whole, ^''""l 

previous 
Assuming in general the validity of the analysis there discussion? 

made, attention may be directed to the conclusions to be 

drawn. 

The general object of a good banking system will be to Maximum 

provide for all the advantages and to guard against all ^f ba'nk^^^ 

the dangers inherent in bank credit. Owing to the funda- credit the 

mental importance of reserves to such instruments, this "^'J active 

implies the availability for reserve purposes of a max- system 
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imum proportion of reserve funds. Individuals with 
money available for deposit should be encouraged to 
"bank" such money, and in like manner the general de- 
pendence on banking instruments in carrying on exchange 
should be systematically encouraged. Such dependence 
on the banking facilities of the country is desirable for 
the government as well as for private individuals. The 
fiscal operations of the government should be carried on 
through the ordinary channels of trade. In most coun- 
tries the government is the largest single business man, 
and "hoarding" by the government is as indefensible as is 
hoarding by private individuals. It would hardly seem 
necessary to make this special reference to governments 
were it not that for more 'than seventy years the United 
States government has maintained an independent treasury 
in which its current funds have been kept. The rule was 
relaxed somewhat in later years, but as will be seen in 
the chapter dealing with the Federal Eeserve System, the 
utilization of the banking system by the Treasury Depart- 
ment is still permissive rather than mandatory. 

The widest possible dependence of the trade of the 
country on banking facilities implies corresponding dif- 
fusion of such facilities. Banks must be sufficiently 
numerous to enable the mass of people to have access to 
them, and the peculiar limitations of different classes of 
economic endeavor must be taken into account in arranging 
a basis on which the banking facilities will be extended. 
Under a system of branch-banking, for example, means 
are provided for the rapid provision of banking facilities 
as the need for them arises. But if for political reasons 
the system of branch-banking is condemned, then in pro- 
viding the regulations for governing the local independent 
banks care must be taken to offer every inducement con- 
sistent with safety for the early establishment of banks in 
small communities. Similarly, where the nature of the 
economic occupation, as in agriculture, is such as to pro- 
yide only inadequate fortas of security for the extension 
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of bank credit, the effort must be made through the forma- 
tion of cooperative societies or other agencies to buttress 
this security or so to transform it that it can be employed 
in adequate amounts to meet the needs of those concerned. J,^ 

The great desideratum, after a general use of bank 'Elasticity 
credit is assumed, is, of course, elasticity. Elasticity of ^''^i^g^^t n, 
bank credit implies in first instance the development of 
the two forms of such credit when and where each may 
be needed. The failure to permit this free development 
means a disparity in rates from place to place and unfor- 
tunate fluctuations from time to time in the same place. 
The result is a high average rate that unduly taxes the 
country's industry and commerce. 

Broadly speaking, the fulfilment of this requirement it depends 

of elasticity depends first of all upon the original adapta- ^J"^* "P°" 

J! ii 1 1 • 1 ■ T» » , the adapta- 

tion 01 the banking system to the economic life of the tionofthe 

community. All the economic and social factors which banking 
1 , iiT-,. ■ ■■,,■,-,■ system to 

have been alluded to m connection with the absolute im- theeco- 

portance of bank credit, its embodiment in the several nomicllfe 
forms, the reserves necessary to establish it, etc., must be nation 
carefully considered in the conscious ordering or re- 
ordering of a banking system. In other words, the banking 
superstructure must be adapted to the foundation on which 
it is to rest. 

Taking this for granted, however, the question resolves Assuming 
itself into one concerning the provisions to be made for J'^aH n"*'i 
meeting fluctuations in demand. Fluctuations in the abso- demand 
lute demand for bank credit from place to place require ^obl^Lo* 
mobility of such credit, but as the extension of credit is reserves 
a question primarily of underlying reserves, mobility of 
credit means mobility of reserves. 

It has already been demonstrated that mobility of re- Moblllza- 
serves can best be obtained through mobilization of jg^g^ves 
reserves. It is, of course, possible under a system of scat- essential to 
tered reserves finally to equalize "pressure" on reserves ™°''llity 
as a whole through voluntary interrelationships estab- 
lished by banks, or through dealings in the market, but 
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the more completely all the reserves are brought under 
one general management the more rapidly will readjust- 
ments be made, and the more uniform will be the rate. 
A dozen communities served by independent reservoirs 
may through a piping system connecting the reservoirs 
finally obtain uniform water pressure, notwithstanding dif- 
ferences between the communities in the consumption of 
water. But if the water in all the reservoirs were brought 
into one great reservoir there would never arise the neces- 
sity for equalizing the pressure between the communities. 
It would always be the same for all. The flow of credit 
as based on reserves constitutes an analogous case. 

Changes in the demand for bank credit from time to 
time in any given place may, when the country as a whole 
is taken into account, be regarded as a situation involving 
constant readjustments of place demand. PTOviding an 
elastic system to meet the variation in place demand is 
therefore essentially the same as providing for the varia- 
tions in demand from time to time in the same place. 
From whatever angle the question is approached, the higher 
the degree of reserve centralization the greater is the possi- 
bility of delicate adjustment of credit facilities to need. 
Mobilization of reserves would appear to be, therefore, one 
of the first requirements of a good banking system. 

It has been seen, however, that mobilized reserves to be 
effective riiust be accessible. Such accessibility involves 
for the individual bank the possibility on the one hand 
of obtaining, or on the other of transferring or liquidating, 
investments in adequate amounts to meet its changing 
needs. The several ways in which this might be done 
were set forth in a previous chapter. Here it may be said 
that the wider the possibilities in this respect the more 
efficiently will the banking system function. The outstand- 
ing advantages of an open discount market lead, of course, 
to an emphasis on this expedient, but it must be remem- 
bered that the creation of an open discount market depends 
upon the availability of the proper kinds of discounts, 
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and upon business customs and outlook that promote the 
utilization of such a market. Some of these factors are 
within government control while others are not. But in 
addition to a discount market there is the possibility of 
direct borrowing) with or without collateral, by the indi- 
vidual bank from other banks or from the reserve-holding 
authority. The freest possible arrangements here nat- 
urally assure the most rapid readjustments. A good 
system will therefore, with due allowance for safety, pro- 
vide for the individual bank as many as possible means of 
access to centralized reserves. 

But in addition to the variations in the absolute demand Intertrans- 

for bank credit there must be taken into account the formabihty 

• • ■ 1 1 ■ •• T I. , ■■.«. must also 

variations m the relative demand for the two different be assured 

forms. In a good banking system demand should be able 
to shift from one form to the other and should be met 
with a minimum of friction. In discussing this point 
before, attention was called to the fact that in general the 
transformation of note credit into deposit credit offers no 
difficulty. In times past the difficulty has been found in DifSculty 
connection with the reverse transformation. This difficulty {" practice 
has grown out of the measures adopted to regulate and with notes 
control note issue. Hence, as already indicated, the degree 
to which deposits can be readily converted into notes de- 
pends upon the regulation of note issue. Note issue is 
usually based either on a monopolistic system or on a 
system of competition. If the transformation of deposits 
into notes were alone to be taken into account there would 
be no occasion to put special emphasis upon either the 
monopolistic or the competitive system of note issue. The 
necessary transformability can be achieved under either 
system as long as the requisite collateral measures are 
provided. But in view of the importance of centralization 
of reserves in connection with other significant aspects of 
the banking system, that system of note issue should be 
provided which harmonizes most thoroughly with reserve 
centralization. This, as was seen, is a system of essentially 
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monopolistic control of note issue, not because there is any 
inherent virtue in monopolistic issue which renders it 
superior to competitive issue, but because competitive issue 
is incompatible with thorough-going reserve centralization. 

But in this connection emphasis must again be placed 
on the necessity, under any system, of permitting at least 
a proportion of the normal, routine assets of the bank to 
serve as cover for notes as well as for deposits. This is 
of obvious importance to the independent bank of issue, 
but it is equally important under a system of monopolistic 
issue if the balances obtained through rediscounting, etc., 
are to be freely drawn down in notes. 

A good banking system must also guard against over- 
expansion of credit. As set forth in the chapter dealing 
with this subject credit inflation may develop actively or 
passively. 

Active overexpansion may be guarded against in several 
ways. Absolute limits may be put on the amounts of 
credit that may be extended either in the form of deposits 
or in that of notes. The arbitrary limitation of deposit 
credits would present no serious difficulty under absolutely 
monopolistic banking conditions, but where there are 
numerous banks such a limitation would of necessity in- 
volve problems of apportionment, etc. Such maxima might 
moreover prove at times very embarrassing. As a matter 
of fact no country has ever attempted, for the banking 
system as a whole, to apply this expedient. 

France is the only important country that has applied 
such a restriction even to note issue. In the field of note 
issue under a monopolistic system the imposition of an ab- 
solute maximum offers no difficulty, but the problem of ap- 
portionment would have to be solved under a competitive 
system of issue. Moreover, even here an absolute restric- 
tion would at times prove embarrassing. France avoided 
embarrassment only by hastily increasing tlie prescribed 
maximum whenever the actual circulation seriously ap- 
proached it. Finally an absolute maximum does not touch 



BANKING SYSTEM 183 

the real question of the relation of credit to underlying 
reserves. 

The extension of credit might also be checked through Relative 
the imposition of what may be called relative limitations, limitations 

are ap- 

It might be declared necessary, for example, to maintain piicable 
a certain relation between credit extended and capital and q^ -^ i 
surplus. Such a limitation could be applied either to a surplus as 
monopolistic or to a competitive system, to notes and to a. criterion 
deposits, or to either form alone. As capital and surplus 
represent the final guarantee fund behind bank credit they 
might, taken together, be held a not unsuitable criterion 
for its regulation. But the guarantee that capital and 
surplus supply is one of ultimate solvency rather than of 
immediate redeemability. Security lying behind credit is, 
of course, of great importance, but the factor of first im- 
portance is that of available reserves. There are several 
examples in practice of the limitation of note issue on the 
basis of a specified relation to capital, but deposits have 
pretty generally escaped this limitation. 

A more logical limitation, relative in character, is that Reserves 
which grows out of a prescription of reserves. This is ""^^ *"?. , 
familiar to all interested in the subject of banking in the 
United States, where reserves are prescribed for both de- 
posits and notes. Abroad, this limitation is commonly 
applied to notes, but deposits escape it. While there is 
much to be said in favor of reserve prescriptions there is 
always the objection that a safe reserve is not a fixed 
thing, but rather something which has to be carefully 
determined in the light of circumstances. At one time a 
fixed reserve may be inadequate; at another it may con- 
stitute an unfortunate "dead-line" against needed further 
extension of credit. 

Still another relative limitation on credit expansion is Or invest- 
to be found in connection with prescription of investments. ™™ts 
The law may limit the kinds of "cover" that a bank may 
hold against its outstanding obligations. The extension of 
credit would then be limited to the volume of the available 
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investments. If, however, the prescription were narrow, 
flexibility of credit would be interfered with, while if the 
provisions were liberal their effectiveness in limiting credit 
would be slight. In the United States the law defines 
pretty narrowly the range of a bank's investments, behind 
both deposits and notes. In Europe it is the "cover" for 
the notes alone that is narrowly defined. But both here 
and abroad this particular class of restrictions aim to 
secure a careful selection of investments from the point of 
view of safety rather than from that of credit limitation. 

Considering all the fluctuating circumstances that bear 
on the problem of credit extension, the most wholesome 
control is that which is found in connection with the final 
determination of the rate. Given in a country an agency 
which can, in last analysis, dictate the terms on which 
credit can be extended, there then exists the possibility of 
intelligently holding credit expansion in cheek. Of course / 
this assumes on the part of the regulating agency the 
requisite intelligence, understanding, and courage. But 
taking these for granted, a final effective control of dis- 
count and of loan rates renders superfluous the other limi- 
tations which are of necessity more or less arbitrary and 
rigid. In Germany a tax on notes issued in excess of a 
tax-free contingent is supposed to enhance the cost of 
issuing, and hence of obtaining notes as the outstanding 
issue increases. Under our new Federal Reserve System 
also taxation is relied upon under certain circumstances to 
enhance the cost of obtaining credit. Increasing rates 
have, of course, a chilling effect on inflationist ardor, but 
the determination of the rates ought to rest upon a careful 
consideration of all the germane circumstances, and should 
not be forced in one direction or another by rigid pre- 
scriptions in the law. This flexible control of discount 
and of loan rates, as already indicated, depends upon a 
high degree of centralization. A good banking system will 
therefore not overlook this aspect of centralized reserves. 

Eapid redemption, it was seen, is the most effective guar- 
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antee against the passive development of overexpansion. Rapid 

The nature of th» check was shown to be such that without f^'^^^pt'O'i 

important 

any external pressure there is a strong tendency to get the in pre- 

check back to the bank on which it is drawn, and thus to renting 

' passive 
redeem the credit which it represents. Where the employ- develop- 
ment of checks is widespread and where there is a thor- ™^"*°f 

^ over- 

oughgoing organization of domestic clearings this rapidity expansion 
of redemption also acts as a considerable restraining force 
on individual banks and on the banks of whole com- 
munities. But the nature of the bank note, on the other 
hand, was seen to be such as usually to require some 
extraneous pressure to stimulate redemption. 

In determining how best to bring pressure to bear on Pressure 
notes for the purpose of expediting redemption it must '""stbe 
be borne in mind that there are two aspects of the problem : on notes 
first, getting notes out of general circulation into the hands 
of the banks, and, second, getting them from receiving 
banks not banks of issue to the banks of issue. 

Getting notes out of circulation is not an easy matter. First in the 
The success of the notes in first instance depends upon *^5^"?^. 
their broad acceptability. Hence no form of pressure 
can be exerted which would tend to lessen general ac- 
ceptability. Therefore, apart from providing numerous 
redemption agencies, whatever be the original system of 
issue, it is difficult to see how pressure can be brought to 
bear on the noteholder.^ The return of the notes is 
largely a matter of chance as based on the proportion 
which the bank notes constitute of the entire monetary 
circulation, and on the relative importance of note issue 
as compared with deposits. From this point of view, as 

' Notes might be made legal tender in all payments to banks, 
but not legal tender as between private individuals, while at the 
same time adequate reserves would be required and facilities for 
redemption be provided.' But the necessary guarantees of redemption 
and reserves would themselves tend to make notes so generally 
acceptable that the restriction in the legal-tender powers of the 
notes would in normal times be ineffective as a stimulus to 
redemption. 
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well as from others, a progressive diminution in the im- 
portance of the bank note, both absolute and relative, is 
to be desired. 

Assuming notes to have come into the hands of banks, 
however, pressure may be applied in several ways. 

Under a monopolistic system of note issue banks may 
be required to turn in for redemption or for deposit all 
notes received. Such a requirement would, however, in- 
volve serious administrative difficulties. Notes newly ob- 
tained to meet possible increases in demand would have 
to be kept rigidly separated from the notes which have 
come from circulation. There would obviously be much 
waste in such a system. The requirement might, however, 
be simply that for local banks the notes of the bank of 
issue should not be available for reserve purposes. This, 
as will be seen, is the form of pressure relied upon in our 
new Federal Reserve System in forcing member banks to 
deposit in their respective reserve banks all federal reserve 
notes received. But the objection to this expedient is that 
it militates against thoroughgoing reserve centralization, in 
that the local bank could not profitably carry "dead" till- 
money when through redemption it could obtain money in 
forms available for reserve purposes. The seriousness of 
this objection depends upon the extent to which bank notes 
are likely to influence the credit situation as a whole. If 
the notes are a relatively small factor in the whole system, 
and if at the same time till-money requirements are small, 
the loss in economy will not be great. Some loss would, 
however, appear to be unavoidable, and as a practical 
question the loss due to this partial rigidity of reserves 
must be weighed against the need of enforcing redemption 
of note issue. 

Under a competitive system of note issue the all-sufficient 
requirement is the prohibition against carrying in any 
bank as a part of reserves the notes of any other bank. 
Where all the banks are banks of issue there will then be 
the same incentive to send bank notes for redemption as 
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there is for the sending back of cheeks. In Canada the 
chartered banks daily "clear" their notes in just the 
same way that they do their checks. On the other hand, 
where only a proportion of the banks are banks of issue, 
non-issuing banks would not retain any greater amount of 
notes of the issuing banks than they expected immediately 
to pay out again, . or, in other words, than such amount 
for which a real demand existed. The incompatibility of 
competitive note issue and thorough-going centralization of 
reserves, however, throws the argument against competitive 
issue from the outset. 

In view of the importance of clearing in the economical Domestic 
operation of the banking system it may also be said that ^^^t'?^ 
in a good system intelligent provision will be made for the carefully 
widest possible application of the clearing principle in """ganized 
domestic trade. In the purely local exchanges the local 
clearing houses supply an effective instrument for this pur- 
pose. In intercommunity clearings, however, wider organ- 
ization is necessary. Machinery must be provided to facili- 
tate the verification and the collection of individual items, 
while the system of remittance must also be arranged. 
The possibilities in this direction were discussed in the 
special chapter dealing with this subject, but here again 
the effectiveness of centralized reserves is to be emphasized. 
The more thoroughly reserves are centralized the simpler 
is the task of clearing. The machinery for sending out 
individual items for verification and collection can be more 
efficiently designed under a system of centralized reserves, 
while at the same time the system of remitting for such 
items, through which the principle of clearing is brought 
into practical operation, can be made to resolve itself into 
a mere matter of bookkeeping. 

The ideal in domestic clearings is of course collection 
and remittance at par between any two points in the same 
country without additional charge. The more nearly all 
the collections and remittances of the different communi- 
ties in a country are brought together under one agency 
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the more extensively can that ideal be realized, because 
in the long run income must balance outgo. Some costs 
of administration must always be borne, but with a unified 
system these can be made a general charge, as in local 
clearing associations where uniform dues paid by the mem- 
bers cover all expenses, or a slight charge may be levied 
on the particular individuals concerned. With the rela- 
tively simple possibilities under a system of centralized 
reserves the total costs can be made much lower than 
under the cumbersome arrangements made necessary by 
scattered reserves. As any cost must in the end be borne 
by the public it is to the public interest to have a system 
which will reduce costs to the lowest levels. 

In the interest of adequate reserve protection at home 
a good banking system will also provide for the control 
of the national gold reserve in its relation to international 
transactions. In the chapter dealing with this subject it 
was pointed out that practically essential to this control 
is thoroughgoing centralization of reserves and final and 
effective control of the discount market. This assures not 
only the possibility of controlling credit development at 
home', with the object of properly safeguarding it, but 
also the possibility of infiuencing gold movements in inter- 
national transactions where these are seen to have an 
important bearing on the domestic situation. 

But as changes in the domestic discount rates are them- 
selves of great importance to the home market, the agency 
in final control of centralized reserves ought to have wide 
latitude in the utilization of other expedients less drastic 
in nature but possibly adequately effective within easily 
determined limits. As gold movements proceed from im- 
mediate possibilities of profit in the foreign exchange 
market, however complex be the economic forces focused 
in that market, through simple buying and selling opera- 
tions the agency in control of the reserves may materially 
influence gold movements. It must therefore be liberally 
empowered to carry on foreign exchange dealings, to main- 
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tain balances abroad, to buy and sell, borrow and lend 
foreign exchange and gold itself with the- view of getting 
the utmost out of the international possibilities before 
serious pressure is exerted at home. 

Coupled with this question is that of the organization Relation of 
of the domestic banking system with a view to the proper |'ntgjj,"?*° 
financing of a country's foreign trade. The main factors tional 
in this go down deeper than the organization of the bank- trade must^ 
ing system, but in the discussion of this topic it was shown looked 
that questions of banking organization are involved in it. 
In so far as intelligent planning can bring it about the 
effort ought to be made, therefore, so to frame the home 
system that wide participation in international banking is 
made possible. 

Finally, a good banking system will guarantee security. Security 
The success of banking depends upon the maintenance of ^aranteed 
general confidence, and the organization and operation of 
the system ought to be such as to stimulate and to preserve 
such confidence. Owing -to public faith in the government This is 
a considerable supervision of banking by the' government is J,^eltion of 
desirable. Indeed, as already stated, the effect of govern- proper 
mental supervision of banking on the confidence of the fj*^/"?" 
public is believed by some authorities to be a conclusive super- 
argument in favor of such supervision. The nature and vision 
scope of governmental control is, however, a political rather 
than an economic question. In general, however, it may be 
said that a country's banking system must harmonize with 
the general social and political organization of the country. 
A system that works well in one country will not necessarily 
work well elsewhere. Furthermore, owing to the shifting 
nature of confidence and to the rapid changes in the practi- 
cal world of business, governmental supervision ought to 
emphasize and enforce individual honesty and responsibil- 
ity, rather than to prescribe methods, reserves, investments, 
etc. Attempts to lay down rules of procedure for every 
possible contingency are often seriously embarrassing. The 
banking system must be kept as flexible as possible. 
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CHAPTER XI 
BANKING IN ENGLAND, FRANCE, AND GERMANY 

In the previous chapter the essentials of a good banking Object of 
system were indicated. It will therefore be of interest to <*apter 
survey comparatively the systems in the foremost three 
countries of Europe in order to learn by what means in 
practice they realize the desired ends. 

Examining first the general structure of the banking General 
systems of the three countries here considered, it may be structure 

■11 -1 11, . . , of banking 

said that all are organized on the central bank pnnciple. systems 
In England the head of the system is the Bank of Eng- j, ■ ~ 
land. This famous old bank was founded in 1694 and England 
grew out of a government loan. Its present charter 
dates from the Peel Act of 1844, under which, on one 
year's notice and on repayment by the government of any 
government debt held by the bank, the charter may be 
annulled. At the head of the French system is the Banque Bank of 
de France, founded in 1800 by Napoleon. Its present ^'■^"«=^ 
charter was granted in 1897 and expires in 1920. The 
charter will, of course, be renewed, although heavier obli- 
gations of a fiscal nature may be imposed on the bank. 
The German central bank is the Reiehsbank. At the time The 
of the formation of the German Empire the Bank of Reiehsbank 
Prussia was taken over at a good price by the imperial 
government, and was reconstituted as the imperial central 
bank. Its original charter expired in 1891 but was made 
renewable at ten-year intervals. The last renewal was in 
1909 and extends to 1920. brtweln" 

These three central banks are all privately owned, al- central 
though in their management they are more or less inti- ^"ern-"*^ 
mately under governmental influence. The Bank of Eng- ments 
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land is outwardly managed entirely by its owners through 
the elected board of directors, but it is intimately in touch 
with the government even in normal times, and, as Hartley 
Withers tells us, there is a general confidence that if 
necessary the government will always stand behind the 
bank. In France the governor and the two deputy gov- 
ernors of the Banque de France are government ap- 
pointees, although the governing board of 15 regents is 
elected by the shareholders. Government control is much 
more comprehensive in the case of the Reichsbank. The 
German imperial bank has boards, known respectively as 
the Curatorium, the DireMorium, and the Central Aus- 
schuss. The Curatorium is a kind of supreme supervising 
body of five members appointed by the government. The 
DireMorium is the active board of management, the mem- 
bers of which are also appointed Dy the government, and 
for life. The Central Ausschuss is a stockholders' ad- 
visory committee with few direct powers but not without 
considerable influence in the practical conduct of affairs. 

The three central bank^ are also organized on the branch 
basis. The Bank of England has two branches in London 
and nine in the "provinces." The Banque de France 
and the Eeichsbank have main and sub-branches and 
agencies scattered all over their respective countries. The 
main branches enjoy some independence, but in all im- 
portant matters they are under the control of the head 
office. 

The Bank of England, the Banque de France, and the 
Reichsbank are all the holders of the national reserves, 
and are thus primarily banks of bankers. This is less 
true of England than of the other countries, because all 
the larger banks in England carry some cash reserves of 
their own, while some of the country bankers carry ac- 
counts with large metropolitan joint stock banks rather 
than with the Bank of England. But while they are pri- 
marily banks of bankers, these central banks have also 
their own private clients, and they come, therefore, in some 



ENGLAND, FRANCE, AND GERMANY 193 

degree into competition with other banks in the market. 
This competition is traditional in England. All three 
banks are also note-issuing banks with practically monopo- 
listic powers. All do a discounting and lending business, Note issue 

while the Banque de France and the Eeiehsbank also an<i°ther 
.. , , ^ ,. operations 

engage m security brokerage and syndicate operations. 

Under the central banks in each country there are The in- 
large incorporated banks known as "joint stock" banks, corporated 
"credit societes," and "gross banken." These are organ- banks 
ized under general incorporation laws applicable to various 
kinds of business corporations. There is no special bank- 
ing law. In Germany some of the incorporated banks were 
organized before 1870 under special charters granted by the 
states, but these are exceptional. 

In all three countries the tendency in this field of Tendency 
banking is strongly toward centralization. Twelve or cenf/^iza- 
fourteen banks are said to control the situation in London, tion 
It is also stated that while there are almost five hundred 
incorporated banks in Germany, seven or eight "gross- 
banken" in Berlin do more than 50^ of the business, 
while in France four big banks virtually monopolize the 
field. Each bank has of course numerous branches, while 
in some cases, more especially in Germany, apparently 
independent local banks are dominated by the big metro- 
politan institutions. 

The business of the incorporated banks is mainly receiv- Nature of 
ing deposits, discounting, and lending. In England the ■'"smess 
whole business of private finance is highly differentiated, 
but the joint stock banks are encroaching on the fields of 
the other agencies, namely the acceptance, the discount, 
and the foreign exchange houses. In France and Germany 
there has been little differentiation, and the incorporated 
banks undertake, besides the acceptance business, an ex- 
tensive brokerage, syndicate, and foreign exchange busi- 
ness. The wide range of their activities has led now and 
then to complaint. 

In all three countries there are also private bankers 
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doing business akin to that of the incorporated banks. 
Hartley Withers tells ns that the private bankers are the 
aristocrats in the English money market, and that they 
are responsible for the splendid English banking tradi- 
tions. They are the pioneers of modern banking, Childs' 
bank having been established in 1660 and Hoare's bank 
in 1684. Local private bankers are relatively numerous 
in France, where they carry on a discount business with 
Bank of France notes. But everywhere the private banker 
seems to be losing ground. Family businesses passing 
from father to son cannot stand up under the competition 
of efficiently managed corporations. 

The other agencies involved in the banking systems of 
the three countries vary. As already indicated, the Eng- 
lish system is characterized by a high degree of specializa- 
tion. First may be mentioned the "merchant bankers" 
and accepting firms. These, according to Withers, are not 
bankers at all. Their business is to accept bills on com- 
mission, although this very function puts them in good 
position to handle outside loans in the English market. 
Next are the "discount houses," somewhat like American 
"note brokers," who are primarily middlemen standing 
between the drawers of bills and the banks who are the 
ultimate purchasers. They are useful agents in helping 
to make credit mobile, but they are especially needed in 
England where the enormous volume of bills requires spe- 
cialization in handling. They buy bills in wholesale quan- 
tities using for the purpose call loans with bills as 
collateral. Some of the large private firms themselves keep 
considerable quantities of bills. Private lenders often put 
funds on deposit with discount houses which pay interest 
on such deposits. On the other hand, when the bill market 
is not sufficiently attractive, or when the discount houses 
have excessive funds, they sometimes engage in syndicate 
operations or in lending on stock-exchange collateral. 
Lastly, reference may be made to the investment and 
finance houses of which there are a considerable number, 
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They are mainly investment bankers, but they also engage 
extensively in foreign exchange operations. 

Germany and France show little specialization, although France and 
in the field of land credit and of cooperative credit they G«"™a"y 
show a much higher organization than can be found in 
England. But besides the Eeichsbank there are four 
banks of issue in Germany, namely, the banks of Saxony, 
of Bavaria, of Wiirttemberg, and of Baden. Their notes, 
however, enjoy only local circulation and they are hardly a 
factor in the national situation. Most of the state govern- 
ments in Germany have also state-owned and state-con- 
trolled banks like the Prussian "Konigliche See Hand- 
lung." These banks accept some deposits and make some 
discounts, but they too are not of great significance in this 
field. They are primarily the fiscal agents of their re- 
spective governments. There are also some paper brokers 
in Germany and France, but their operations are not to 
be compared with those of the English discount houses. 
Similarly the small brokerage, the investment banking, 
and the foreign exchange business in Germany and in 
France is, as already indicated, mostly in the hands of 
the large commercial banks. 

Turning now to the operation of the European systems Elasticity 

the first question that suggests itself is that of elasticity. ?f "edit 
_ , . . „ T - 1 1 m Europe 

From the viewpoint of credit expansion there may be 

considered first the system of discounts and of loans. In 

this connection attention will be given to the paper eligible 

and to the character of the loans. 

The Bank of England may determine without legal in- The 

terference what is for its purposes acceptable paper. As discount 

a matter of fact the bank will buy only paper with two 

British names, one of which must be that of the acceptor. ^?P.?^ 

The maximum maturity of bills bought is usually four ^ ^i e 

months, although in exceptional cases the bank may pur- At Bank of 

chase six months bills. Down to the outbreak of the Great England 

War the bank would buy only "domiciled" foreign bills, 

namely, bills accepted abroad, but made payable in pounds 
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sterling in England. The early strain of the war on almost 
every part of the English banking machinery forced the 
bank into a more liberal policy, however, and the new 
policy of buying foreign bills will probably survive. 

The Bank of Prance is governed in this matter by its 
charter and by its own statutes. It accepts only three 
name paper having not more than three months to run. 
Bills may be payable at any one of almost 500 places 
where the bank undertakes collections. Two name bills 
may be accepted if, as a substitute for the third name, 
there be deposited, as collateral, securities of the kind 
acceptable as a basis for loans, or warehouse receipts for 
goods. In every case, however, two of the required names 
must be French. 

The Reichsbank is permitted by law to accept only bills 
with at least two names and running not longer than 
three months. But foreign bills are acceptable and are 
regularly held in large quantities. 

The joint stock banks and the other agencies buying 
paper enjoy in all three countries the widest latitude. The 
most common forms of bills are bankers' acceptances, drawn 
by sellers on bankers acting as agents for buyers, and trade 
acceptances, drawn by a seller of goods and accepted by 
the buyer. They are both domestic and foreign. All such 
paper bears two names. Single name paper of the Amer- 
ican variety is a negligible factor. There are, of course, 
differences in detail from country to country. In France 
and Germany unsecured acceptances known respectively 
as credits d decouvert and kredit bianco are fairly 
common. In England acceptances by bankers and by the 
accepting firms are almost uniformly secured by negotiable 
securities. The tendency in all three countries, as credit 
becomes less and less personal, is toward a collateral 
requirement. 

The general procedure in the field of discount is prac- 
tically the same in all three countries. The central banks 
will discount only for those who carry proper accounts. 
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The German and French banks discount only at the official 
rate, but the Bank of England will buy paper at a private 
rate determined by market conditions, when, as Hartley 
"Withers says, the Bank is not discounting officially as the 
head of the English money market. As the fiscal agents 
of their several governments the central banks also regu- At the 
larly make advances to the government. These advances ^^"t^al 
are usually on the basis of treasury bills discounted in the 
ordinary way. 

The large credit banks in the several countries make At the 
up the bulk of the supply side of the market. They also general 
discount directly only for those having accounts, but they banks 
purchase bills in large quantities from discount houses, 
bill brokers and in some cases from each other. The rates 
at which they discount or purchase bills are fixed by com- 
petitive forces in the market. Such rates are not neces- 
sarily uniform throughout the country but the more com- 
plete the competition the greater is the tendency toward 
uniformity. 

The practice of the several central banks in the field Loans 
of loans does not differ greatly, although the policy of the ^^. ^^ 
Eeiehsbank is perhaps a little more liberal than is that central 
of the other two banks. The Bank of England is bur- ^^"^^ 
dened with no legal restrictions but it lends in the main in England 
only on stock-exchange collateral. Occasionally loans are 
made on good unlisted securities, but mining stocks, 
whether listed or unlisted, are barred. The Eeiehsbank in Germany 
is authorized to lend on almost everything, real estate 
excepted. Loans on collateral are usually referred to as 
"Lombards." In France the law and the statutes of the In France 
Bank of France itself define what are acceptable securities 
for loan purposes. These are mainly bonds issued under 
governmental authority, state or local. The smallest 
rentier is privileged to avail himself of a Bank of 
France loan. The rate for loans at all three central banks 
is from %^ to 1^ higher than the rate for choice discounts, 
because the loan is regarded as less liquid than are good 
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bills of exchange. The lotos run from a few days up to 
three months. Call loans are relatively of small volume. 

The incorporated and other commercial banks in the 
market also lend on reliable collateral, although real estate 
is quite generally tabooed. Stock-exchange securities 
supply the bulk of the collateral for loan purposes, al- 
though in England the discount houses borrow extensively 
from the joint stock banks on bills of exchange as collateral. 
Under the system of fortnightly or of monthly settlements 
which prevails on the stock exchanges the speculative 
loans run ordinarily until the next settlement. The call 
loan so familiar to American students is not a factor in 
stock speculation in Europe. Discount houses in England 
can borrow on call because if the bills which they surrender 
as collateral cannot be sold in the open market they can 
always be rediscounted at the Bank of England. 

Having discussed the general basis of credit expansion 
attention may be given in the next place to the limitation 
and control of such expansion.' Here a distinction will 
be made between deposits and notes because of the special 
treatment accorded to notes. 

Speaking first of legal limitation in the sphere of de- 
posits it may be said that practically no restriction is 
imposed either on the central banks or on the other banks 
in the general market. There is no attempt to prescribe 
absolute totals or reserves against deposit liabilities. Pru- 
dence and tradition alone are relied upon. 

The practical limitations are to be found in connection 
with the reserves that are actually maintained and with 
the rates that are charged for advances. 

Examining the reserves maintained by the central banks 
it is observed that in none of the three countries do the 
central banks make a distinction between reserve for 
deposits and reserve for notes. In England the rigid 
limitation of note issue makes the reserve apply in practice 
chiefly to deposits. Being the reserve-holding banks in 
tjie respective countries the three central banks maintain 
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relatively high reserves. Their deposit liabilities are, for Percentage 
the most part, the reserve deposits for other banks, and 
as such are the basis of further credit extension by these 
banks. While no definite percentage of reserves is main- 
tained in practice the amounts are rarely permitted to 
decline below 40^. The Bank of France maintains the 
highest reserve, the percentage varying from 55 to 75. The 
Great War has, of course, sadly upset these percentages. 

Gold is, of course, the chief element in the reserves, but Composition 
other elements are permitted. In its "banking depart- 
ment," namely against deposit liabilities, the Bank of 
England carries as reserve mostly its own notes. In normal 
times in recent years the "uncovered issue" of the Bank 
of England has constituted about one-third of the entire 
issue, hence, as Hartley Withers points out,^ when the 
Bank of England advertises a 50^ reserve the actual cash Bank of 
finally behind its credit may be but 33 1/3^. In Germany England 
imperial treasury notes are also available for reserve pur- Reiclisbank 
poses. -In all three countries subsidiary silver enters as a and Bank 
factor in reserves, but it is only in France that silver is 
really significant. The Bank of France may, if it chooses, 
redeem its notes in silver, and this makes possible the 
protection of the gold holdings. In Germany the coinage 
of subsidiary silver is limited to 20 marks per capita, 
which limitation, coupled with the ordinary demands of 
trade, tends to prevent any large silver accumulation in 
the vaidts of the Reichsbank. In England the silver 
money is only fractional currency, and it represents there- 
fore only a minor reserve element. 

The incorporated and general market banks keep their Reserves 
reserves mainly on deposit at the central banks. Only a ^^^^ 
small amount of cash is kept on hand to meet the day to market 
day needs. In France and Germany this "cash" is made ^^^^ 
up mostly of the notes of the central banks. In England, 
until the recent issue of £1 and 10-shilling notes, besides 
Bank of England notes, it comprised also gold and sub- 
' Hartley Withers, The Meaning of Money, p. 265. 
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sidiary silver. The general market banks in England 
have normally kept in their own vaults considerable quan- 
Composition titles of gold. This has been due to the fact that before 
the Great War the Bank of England issued no notes under 
the denomination of £5, and possibly also to the further 
fact that there is not the same cordial cooperation with 
the central bank in the English market that is to be found 
in the markets of France and of Germany. In all three 
countries, but again more especially in England, some 
country bankers use the big incorporated banks rather 
than the central banks themselves as metropolitan cor- 
respondents, and hence as holders of ultimate reserves. 

The market banks in their statements make no distinc- 
tion, however, between cash on hand and balances with 
their respective central banks or reserve agents. In Eng- 
land some of the country bankers lump cash on hand, 
at the Bank of England, on call and at short notice. On 
the continent, as long as there is a good balance at the 
central bank and a good stock of bills in the portfolio, 
the actual cash on hand is regarded as an unimportant 
matter. Ten per cent, seems to be regarded as about the 
proper reserves to be maintained, although the ultimate 
reserve in gold drops, of course, considerably below this 
level. 

The most effective and flexible control of credit ex- 
pansion is found in connection with the rates. Here a 
distinction must be made between the "official" or the 
"bank" rate, and the ordinary market rate. 

The "official" or "bank" rates are those determined 
by the central banks. These rates are fixed weekly by 
the governing authorities, although if occasion demands 
they are more frequently changed. Owing to the heavy 
reserves maintained by the Bank of France and, perhaps, 
more particularly to London's position as the money 
market of the world, the French rate is changed less often 
than is the English official rate. According to figures 
cited in the publications of the National Monetary Corn- 
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mission/ in the period from 1870 to 1907 the French rate 
was changed 41 times while the English rate was changed 
273 times. The range of fluctuation was from 2^ to 4y2«^ 
in France and from 2^ to 7^/2^ in England. The Keichs- 
bank occupies in this particular an intermediate position. 

The official "bank" rate is almost uniformly above the Private 
market rate. Hence in England in ordinary times the '**^® 
bank has also a "private" rate at which it will discount 
for its private customers. The official rate is applied only 
when the bank is discounting in its capacity as the leader 
of the market. The Bank of France and the Keiehsbank 
have no private rate. The Eeichsbank is permitted to have 
a private when the official rate is under 4^, but the use 
of a private rate has been given up. In England the 
private rate is not uniform at all the branches, but in 
France and Germany, where no distinction obtains between 
private and official rates, uniformity throughout the coun- 
try is the rule. 

The official rates are effective as checks to credit ex- Effective- 
pansion only to the extent that the banking systems as a nessof the 
whole depend upon advances from the central banks, rates 
This dependence is more or less constant in Germany and 
France. In these two countries the general-market banks 
are not strong enough to meet unaided the demands of 
the market. Moreover, the widespread dependence upon 
notes rather than upon deposits has given the central 
banks with monopolistic power of note issue a position of 
special strength. This has been of particular significance 
in the collection of "out-of-town" bills. Bills payable 
in communities other than those in which they are held 
are discounted, simply for collection purposes, from five 
to seven days before they mature. The charge for the 
discount thus covers collection. In England dependence 
on the central bank is only intermittent. The banks in 
the general market have grown to be very strong, and 

" Maurice Patron, The Bank of France in its Relation to National 
and International Credit, p. 33. 



202 



ORGANIZED BANKING 



Market 
rates 



Loan rates 



Expansion 
of note 
issue 

England 



bank notes have been in England relatively unimportant. 
Hence the Bank of England must at times take definite 
steps to insure the effectiveness of the official rate when 
this effectiveness is considered desirable. Such steps usu- 
ally involve direct borrowing of funds in the market, or 
the sale of securities. Every pound sterling that the bank 
thus obtains results in a corresponding reduction of the 
reserve balance of the institution from which the funds 
are obtained, and forces therefore a disproportionately 
large contraction of credit. Hartley Withers says that the 
English money market but dimly grasps this regulatory 
function of the Bank of England.^ 

The market rate of discount is, of course, fixed by com- 
petition. It is usually below the bank rate, but that does 
not mean that there are not a large number of bills which 
have to pay a higher rate. The market rate applies only 
to the choicest paper, namely bills of a certain minimum, 
running as a rule not longer than three months and bear- 
ing a banker's acceptance or indorsement. As was seen 
in the chapter dealing with the protection of the reserves 
these market rates of discount are of importance in con- 
nection with the rates for sterling, mark, and franc ex- 
change quoted in foreign lands. 

The loan rate, as already indicated, is uniformly higher 
than the discount rate. In the field of loans the ofScial 
discount rate is the standard and the loan rate varies 
automatically with it. The rates for speculative transac- 
tions on the stock exchanges are independently deter- 
mined, tending to vary with the demands that the general 
speculative situation tends to make on the money market. 

In connection with the expansion of note issue it has 
already been mentioned that in all three countries the 
system .of note issue is practically monopolistic. There 
are eighteen banks outside of London still enjoying the 
right of note issue but their issue is unimportant. The 
maximum was fixed by the Peel Act of 1844. At that time 

' Op. cit. 
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it stood at £1,204,490.^ Since then, through surrender 
by some of the banks of their right of issue, it has dwindled 
to about one-quarter of this amount. Two-thirds of the 
issue so surrendered was added to the Bank of England's 
"uncovered issue." France has an absolutely monopolistic Prance 
system. In Germany there are besides the Reiehsbank Qermanv 
four other banks of issue. These German banks have no 
fixed maximum but their issue of notes is regulated as is 
that of the Reiehsbank. When the Reiehsbank was founded 
there were thirty-three other banks of issue, but all except 
the four already mentioned have surrendered their rights. 
As issue rights were surrendered by the other banks the 
Reiehsbank was permitted to add to its own tax-free 
"kontingent" the full contingent that had been allotted 
to the banks making the surrender. 

The control of note issue in the several countries varies. Control 
Here again this control may be discussed under the three ° "°*f:__ 
general heads of limitation of issue, requirements as to 
reserves and requirements as to "cover." 

There is no absolute limitation of note issue in England, Limitation 
but there is the rigid requirement that beyond the so- ° '^^"^ 
called "uncovered" issue the Bank of England must have In England 
a sovereign-for-sovereign reserve behind all notes issued. 
The "uncovered" issue is that based on government bonds, 
and amounted at the outbreak of the Great War to 
£18,450,000. When the Peel Act was passed the amount 
was £11,015,100. It grew as a result of the surrender by 
other banks of their issue-right. In times' of great emer- 
gency, however, the government has suspended the Peel 
Act, and has allowed the bank to issue notes without refer- 
ence to the limitations imposed by the aet.^ 

The charter of the Bank of France imposes an absolute In Prance 
limit on note issue. This limitation has not, however, been 
of great significance, because whenever the actual issue 

"Publications of National Monetary Commission, Vol. 1 (Inter- 
views), p. 13. 

= 1857, 1860, 1866, 1914. 
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threatened to reach the prescribed maximum the latter was 
quickly increased. It stood at fr. 6,800,000,000 in 1912, 
but as a result of the Great War this has been raised to 
some twenty billions. 

In Germany Germany imposes on -the Keichsbank no absolute max- 
imum, but provides a tax-free "kontingent," referred to 
above. This contingent before the war stood at 550,000,000 
marks. The sum of the tax-free contingent and the actual 
cash in reserves is deducted from the total outstanding 
circulation, and the balance is subject to a tax of 5^ per 
annum, payable weekly. The Keichsbank 's issue has often 
exceeded the maximum exempt from this taxation, and 
yet the discount rate has remained below 5<^. On these 
occasions it has been the theory of the management that 
a temporary loss to the stockholders of the bank is more 
than offset by the general advantage accruing to trade 
and industry from a uniform discount rate. The combined 
"kontingent" of the other banks of issue amounted at the 
outbreak of the Great War to only 68,771,000 marks. Their 
average circulation in the period 1901-1910 equaled only 
10^ of that of the Eeichsbank. 

In England no reserve at all is required for the "un- 
covered" issue, but, as already stated, beyond the uncov- 
ered issue, notes must be backed with a 100^ specie re- 
serve. Legally, one-quarter of the specie reserve may be 
in silver, but practically no silver has been used as a 
reserve for notes since 1853. Before the expansion made 
necessary by the Great War the uncovered issue made up 
about one-third of the total. 

In France No reserve requirement of any kind has been imposed 

on the Bank of France. In practice, however, the bank 
has maintained a very high percentage. A considerable 
proportion of this reserve is in silver, and, as the notes 
are legally redeemable in both gold and silver, the bank 
can protect its gold through the payment of silver instead 
of gold when notes are presented for redemption. It 
must also be noted that there are in circulation in France 
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a large number of the silver franc pieces of the other 
states belonging to the Latin Monetary Union. Should the 
Union ever be dissolved these states must redeem in gold 
all their silver franc pieces held by France in excess of the 
French silver, pieces that such states can cull from their 
own circulation. As the balance in such a calculation 
would probably weigh heavily in France's favor, it is 
believed that a considerable portion of her silver circula- 
tion is thus itself really equivalent to gold. 

Behind its circulating notes the Keichsbank is required In Germany 
to have a reserve of 33 1/3^ made up of sipecie and gov- 
ernment notes. There is no restriction on silver in this 
connection, but, as previously stated, the coinage law limits 
the coinage of silver to 20 marks per capita, and this 
tends to prevent any large accumulation of silver in the 
reserves. The reserve requirements of the other banks 
of issue are the same as those of the Eeichsbank. 

As "cover" for its notes not based on specie the Bank other 
of England is required to have government bonds. As ^g^^**^ 
a matter of fact the notes based solely on bonds are usually notes 
referred to as the "uncovered" issue, but in this connec- 
tion it is to specie cover that reference is made. No dis- 
tinction is observable between the "covered" and the "un- 
covered" notes in general circulation. The practical effect 
of the distinction in law is simply the requirement of a 
heavier specie reserve behind the total issue as the propor- 
tion of the "uncovered" issue in the total tends to dimin- 
ish. It should also be remarked, in connection with the 
Bank of England notes, that the estates of all stockholders 
of the bank may be used as a guarantee fund behind them, 
since, under the Companies Act of 1874, the principle of 
limited liability of shareholders is not applicable to note 
issue. In France the cover for the notes are the statutory in France 
discounts and loans. Security investments cannot be used 
as a basis of note issue. In Germany the cover is com- in Germany 
mercial paper running not longer than ninety days and 
bearing at least two signatures. 
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In all three countries the notes are full legal tender, 
except in payments by the banks of issue themselves, and 
are consequently acceptable for reserve purposes at other 
banks. Bank notes are redeemable in gold in London and 
in Berlin, and in gold or silver in Paris. 

The last question to be considered in connection with 
note issue is that of contraction when demand falls off. 
In all three countries no special pressure is brought to 
bear on notes to force their prompt redemption. In Eng- 
land no pressure is necessary, because, in first instance, 
notes are relatively unimportant, while in the second place 
they are so largely simple bullion certificates. In Germany 
and France no special pressure is necessary just because 
so large a part of the operations of the central banks are 
carried on by means of notes rather than by deposits and 
checks. Bills rediscounted at the Keichsbank and at the 
Bank of France for collection purpose may be originally 
paid for by the central banks by crediting "current ac- 
counts" or deposits, but most of them will be ultimately 
repaid by those liable with bank notes. In Germany and 
Prance bank notes constitute so large a proportion of 
the available circulating medium that in all cash payments 
to the banks they tend naturally to predominate. The 
result is that, without special pressure, they flow back 
to the banks as demand falls off. In 1909 the variation 
from maximum to minimum issue in Germany exceeded 
600,000,000 marks. In France, in 1910, the variation ex- 
ceeded 550,000,000 francs.^ 

Another topic that must be discussed in connection with 
elasticity of credit is that of the relations of the general 
market banks to the central banks that hold the reserves 
and that enjoy practically monopolistic privileges of note 
issue. It was seen that owing to the peculiar restrictions 
on note issue in England the banks in the general market 
are forced to keep considerable quantities of gold on hand 

' Tabular Summary, Publications of National Monetary Commis- 
sion. 
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to meet the varying demands for currency. Hence cen- 
tralization of reserves is less complete in England than it 
is in Germany and France. In general, then, the questions 
to be answered are, how in the three countries considered 
are the surplus reserves of one community made available 
as a basis for credit elsewhere, and how are notes obtained 
when the demand shifts from deposits to notes. 

In England, while the central bank will rediscount for In England 
the joint stock and other banks, it virtually never does so. 
Moreover, the larger banks in London will not in practice 
rediscount in the open market bills that they have pur- 
chased. But elasticity is obtained in the English market 
through the reliance that is placed on call loans on bill 
security extended to the discount houses. When, for any 
purpose, a London bank considers it necessary to strengthen strength- 
its reserves, the loans to the discount houses are called. «"i"gre- 

' serves 

To obtain funds with which to pay the called loans the 

discount houses take the requisite quantity of bills and 

offer them for discount at the Bank of England. The loans 

are then paid with checks drawn on the Bank of England. 

The result is thus the same as if the banks themselves 

had offered the bills for rediscount. The smaller and the 

provincial banks oftentimes offer bills for rediscount on 

the open market, or to the large metropolitan banks when 

the rates prevailing in the London market are favorable 

for such operations. Hence, as far as variations in local 

demand are concerned, the English system may be said 

to be quite elastic. 

Notwithstanding the rigid restriction of note issue prac- Meeting 

tically the same must be said about the normal variation ttie demand 

•' tor cur- 

in demand as between deposits and notes. An increased rency 

demand for a hand-to-hand medium is met, of course, by 

a withdrawal of cash from the banks. This weakens their 

reserves, hence they are obliged to call in their loans to 

the discount houses. The latter, as previously explained, 

go to the Bank of England and discount bills, obtaining 

thus the funds with which to pay the loans called. The 



208 



ORGANIZED BANKING 



In France 
and Ger- 
many 



Strength- 
ening re- 
serves 



Obtaining 
notes 



Clearings 

and 

transfers 



Local 
clearings 



In England 



banks calling the loans therefore strengthen their balances 
at the Bank of England, which balances then take the 
place of the money paid out. In other words, the increased 
demand for a hand-to-hand medium in England is met 
through the payment of cash,, but the effect of this is offset 
by the creation at the Bank of England of deposit credits 
which for reserve purposes are equivalent to cash. 

In Prance and Germany rediscounting for the other 
banks by the central banks is the common and accepted 
practice. This is often at a rate higher than the original 
discount rate, although, as previously explained, the redis- 
count is made only for a short period. Bills to be collected 
in places other than those in which they are held are pretty 
regularly rediscounted. Hence it is a simple matter for 
the individual bank at any time to strengthen its balance 
with the reserve-holding institution. In like manner if 
the individual bank feels a demand for additional cur- 
rency it obtains notes from its central bank simply by 
drawing down its balance in that form. Practically full 
elasticity is thus assured. 

Passing now to the subject of clearings and transfers 
consideration may be given first to local clearings. In 
general it may be said that local clearings are much more 
important in England than in France and Germany. " The 
reason for this is to be found in the fact that, on the 
continent, notes are extensively employed, while at the 
same time these notes are issued by a single bank and are 
available for reserve purposes for the other banks of the 
system. 

The London Clearing House was established in 1777. 
It is a close corporation, and admits only those banks 
which have their head office in London. Outside banks 
can avail themselves of the clearing privilege only through 
one of the member banks. Checks on the London branches 
of the Scotch banks and of the colonial and foreign banks 
generally are collected over the counter. There are three 
clearings daily, the "metropolitan," the "town," and the 
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"country." The Bank of England is k member on one 
side only, presenting at the clearing house its own claims 
against the other banks. The checks that the other banks 
have against the Bank of England are simply deposited 
and forthwith credited. Balances are paid through a 
special clearing account kept at the Bank of England, so 
that the ultimate outcome is simply a readjustment at the 
central bank of the balances of the banks involved in the 
clearing. There are also local clearing houses in eight of 
the larger English towns. 

There are fourteen local clearing houses in Germany in Germany 
with the largest, naturally, in Berlin. They are all inti- 
mately connected with the Reichsbank, being housed in 
Reiehsbank buildings.'^ The Berlin clearing house has nine- 
teen members including private banking firms as well as 
corporate banks. The clearing is carried through at the 
Reichsbank, where the final differences are adjusted 
through the transfer of balances. There is also a supple- 
mentary clearing institution in Berlin known as the Ber- 
liner Kassenverein. The Kassenverein is really a bank 
owned for the most part by other banks. It is used for 
stock-exchange clearings and for banks not members of 
the regular clearing house. 

The comparatively small employment of the check in in France 
France is clearly indicated by the fact that there is in that 
country only one clearing house, namely, the Chamire de 
Compensation in Paris.^ About thirteen banks, corporate 
and private, belong. There are three clearings a day, but 
they are of little importance. The four big credit societies 
occupy so large a portion of the field that a considerable 
proportion of the total business is through their own 
branches. The' Bank of France is a member of the Chamire 
and the final settlement of differences resolves itself here 

^ Tabular Summary, Publications of National Monetary Com- 
mission. 

" Since this went to press there has been a better organization of 
clearings in Paris. 
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also into a readjustment of balances at the reserve-holding 
institution. 

In all three countries the system of branch-banking 
simplifies intercommunity clearings. Ordinary checks on 
local banks are freely remitted in the payment of inter- 
community obligations in England, while drafts on London 
are, of course, common. With all communities carrying, 
through their banks, balances in London, whether with the 
Bank of England itself or with other large London institu- 
tions, the clearing of claims arising between them is finally 
effected through a readjustment of London balances. 
"Country checks" are less common in France and Ger- 
many; indeed in France they are said to be negligible. 
Much of the checking business is in the hands of the large 
institutions with branches, and the clearing of claims 
between the branches is simply a matter of bookkeeping 
at the head office. 

The great emphasis put upon bank notes in Germany 
and France has led, however, to the development of a 
system of transfers by the central banks of those countries 
to obviate the wasteful shipping of currency in intercom- 
munity payments. Both the Bank of France and the 
Reichsbank will make gratuitous transfers for their regu- 
lar clients, while a small charge is made to outsiders. 
Most domestic remittances are said to be made in this 
form. Even more important in this connection, however, 
is the system of collection of the French and German 
central banks. Bills of exchange rather than cash pay- 
ments are pretty generally employed in European business. 
These bills, when payable in communities other than those 
in which they are held, are, a few days before maturity, 
quite regularly offered for rediscount at the central banks. 
Under this system intercommunity payments are cleared 
directly through the reserve-holding agency.^ 

^In 1913 the Bank of France did a collection business of over 
800 million francs. At Paris, on November 30, 1913, 456,350 bills 
and documents were presented for collection at 107,975 offices and 
domiciles. 



ENGLAND, FRANCE, AND GERMANY 211 

Whether transfers are directly made through the central 
banks as in France and Germany, or whether other banking 
institutions are more largely relied upon, as in England, 
under the centralization of reserves that characterizes all 
three countries the settling of intercommunity accounts 
resolves itself into a process of balance shifting at the 
central banks. 

In the field of international clearings England is, of intema- 
course, supreme. The widespread usefulness of bills on t'°°^i 

' ^ ^ clearings 

London has led to the establishment in that market of and 

branches, or of banking connections, by the larger banking ^'"^^"gs 
institutions all over the world. There is no mean volume 
of "direct business" transacted in "francs" and in 
"marks," but it is only a fractional part of that conducted 
in pounds sterling. In any case, however, the employ- 
ment of bills drawn on any center in the settlement of 
international obligations, involves the clearing of claims 
and the settlement of differences through a readjustment 
of balances in that center. 

Intimately connected with the subject of foreign ex- Protection 
change operations is that of the protection of the domestic °^^^ 
reserves. In all three countries chief emphasis is put in 
this connection on the control of the discount rate. This The 
practically sufSces in England and in France, which are ^'1^"^* 
largely creditor countries, but supplementary aids are 
usually needed in Germany. London has been the freest In England 
gold market in the world, and large movements in and 
out have been more or less the rule. Yet when it has 
been necessary to check an outflow of gold the Bank of 
England has been able to attain the desired result through 
the increase of its discount rate. As already indicated 
special steps must at times be taken to make the rate 
effective, but that has not blocked the fulfilment of the 
bank's purpose. On the other hand, there have been com- 
paratively few large shipments of gold from Germany or 
from France. Gold sent to those countries usually stays 
there. France's international position has ordinarily been In France 
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SO favorable that in normal times the exchanges do not 
often go seriously against her. Moreover, considerably- 
higher discount rates can prevail in other markets without 
seriously increasing the demand for bills on such markets. 
The French bankers fear unfavorable rates when they wish 
In Germany to bring their funds home. The situation in Germany is 
normally less secure. Germany has been a pretty con- 
sistent borrower in the world market and the nature of 
her industry is such as to subject her to relatively greater 
uncertainty in world commerce. Active protection of the 
national reserves has thus been more often necessary in 
Germany than in France. But the prestige of the Reiehs- 
bank, together with its final control of the discount rate, 
has normally sufficed for this purpose. 

The other methods employed by the central banks of 
Europe to protect domestic reserves, were discussed in the 
chapter dealing with that special subject. The Bank of 
England's export corner, and the possible redemption in 
silver of French bank notes were noted. Mention should 
again be made, however, of the foreign bills held in the 
portfolio of the Reichsbank. The possession of these bills 
supplies a perfectly normal method of influencing foreign 
exchange rates. The central banks of England and of 
France have not held foreign bills, although the Great 
War has brought some change in this respect. The Bank 
of France and the Reichsbank have also frequently made, 
without charge, advances of credit on importations of gold. 
The Bank of England does not normally have to adopt such 
an expedient because London has for years been the great 
gold market, where every Monday a large supply, gathered 
during the previous week, has been put up at auction. 

Lastly a word or two must be said concerning the guar- 
antee of security of credit in the three great European 
countries. Much of what has already been said has a 
bearing on the subject, and here reference will be made 
simply to governmental examination and publicity. 

The charters of the Bank of England and of the Reichs- 
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bank require these institutions to publish a weekly state- Statements 
ment. The Bank of France is required to make only a ^^^gJ.^^ 
monthly statement. Weekly statements are, however, the 
rule. But the law does not prescribe in full the details ^„*|i 
of such statements and the fullness of the information banks 
that they give thus depends primarily on the willingness 
of the banks to lay bare their operations. The Bank of 
England must also make a weekly statement to the Chan- 
cellor of the Exchequer and to the Commissioner of Stamps 
and Taxes, but these statements have mainly a fiscal inter- 
est. In France the finance minister may also demand 
information. It must be remembered, however, that in 
France and Germany the active management of the central 
banks is so broadly in the hands of government appointees 
that further governmental interference might be regarded 
as a work of supererogation. 

With respect to the banks in the general market it may of the 
be said that in all three countries the only reports required ^^^Jgi 
are the periodical balance sheets demanded of all cor- banks 
porations. But in each country the larger banks make a 
practice of publishing more frequent reports — monthly 
in England and France, bi-monthly in Germany. Special 
preparations are made for these reports in England, where 
the practice is facetiously called "window dressing." 
Complaint of inadequate publicity is sometimes voiced in 
England, but Hartley Withers says that legal compulsion 
is abhorred by the bankers and feared by the merchants 
lest it involve curtailment of facilities. But what seems 
from the American point of view to be peculiar laxness 
is more than offset by high tradition. In England, for 
example, what we in America prescribe in legislation, the 
banks themselves take care of in their by-laws. This free- 
dom from restraint has meant much for the general flexi- 
bility of European banking, and for the high tradition 
that has prevented the necessity for government interfer- 
ence European bankers generally deserve great honor. 
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CHAPTER Xn 

BANKING IN THE UNITED STATES BEFOEB THE 
ADOPTION OP THE FEDERAL RESERVE SYSTEM 

Unlike the three great countries of Europe, banking in Nothor- 
the United States is not under the primary supervision o»gli-g<"ng 
of the national government. It is only the banks belonging system of 
to the "national" banking system that come speeifleally IJ^ting 
under federal control. Thousands of so-called "state" United 
banks, trust companies, and private bankers come under States 
the jurisdiction of their several state governments. Hence 
preliminary to the consideration of the Federal Reserve 
System it is necessary to examine the main outlines of the 
banking system as it appeared in the United States at the 
time of the passage of the Reserve Act. 

The National Banking System dates from the Civil War, The 

Its establishment was advocated by Salmon P. Chase, the "national 

banking 
Secretary of the Treasury, who expected it to be of assist- system" 



ance in the marketing of government bonds, on the one 
hand, and in the unification of the currency on the other. 
While the first purpose was not achieved, the second was 
in time fully realized, and, despite the weaknesses that 
the system later exhibited, the unification of the currency 
stands as an accomplishment the importance of which 
cannot easily be overestimated. The act as originally passed 
in February, 1863, was of course frequently amended to 
meet new conditions. No useful purpose would be served 
by trying to review in this place the history of the act 
down to the present day. Historical accounts can be 
found in adequate variety in other treatises. Here the 
effort will be made to describe the system as it had devel- 
oped up to 1913. 
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Any number of persons, not less than five in number, 
were permitted to form a "national banking association." 
They were required to file a certificate giving information 
concerning the individuals involved, the place of business, 
amount of capital, ,etc. This certificate was passed upon 
by an officer called the Comptroller of the Currency, who 
was the head of the system. The comptroller might or 
might not accept such organization certificate, but if he 
did, a proper authorization was transmitted to the persons 
concerned, and the new bank was ready to begin business.'^ 
Its charter was to run for twenty years, unless it was 
sooner dissolved by its own act, or as a result of violation 
of law. The association was authorized: 

' ' To exercise by its board of directors or duly authorized 
officers or agents, subject to law, all such incidental powers 
as shall be necessary to carry on the business of banking; 
by discounting and negotiating promissory notes, drafts, 
bills of exchange, and other evidences of debt ; by receiving 
deposits ; by buying and selling exchange, coin, and bullion; 
by loaning money on personal security; and by obtaining, 
issuing, and circulating notes according to the provisions 
of this title." 

The capital of national banks was fixed by the law 
according to the population of the several communities 
where the banks were to be established. It was not until 
the act of March 14, 1900, that a capital as small as 
$25,000 was permitted in the smaller towns having a 
population not to exceed 3,000, but after that act the 
gradations ran from $25,000, as indicated, to $200,000 in 
cities having a population of 50,000 or more. The shares 
were $100 each, were deemed personal property, and were 
made transferable on the books of the company. Fifty 
per centum of the capital had to be paid in before the 
bank was authorized to do business, while the remainder 
had to be paid in installments of at least 10^ of the whole 

' In the case of banks with a capital under $100,000 the certificate 
had also to be approved by the Secretary of the Treasury. 
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amount of capital each month from the time of such 
authorization. There were also elaborate provisions aiming 
to preserve the capital intact with final resort if necessary 
to forced liquidation by a government-appointed receiver. 

Other general measures of safety were provided. There Surplus 
was, for example, the requirement that a surplus equal to ^"^j,le 
20<^ of the capital stock be accumulated through the appor- liability 
tionment to a surplus fund, before the declaration of holders 
dividends, of 10^ of net profits. Moreover, the stock- 
holders of national banks were subject to an extra liability 
equal to the amount of stock held. 

The law provided that the banks were to be governed by Directors 
a board of directors made up of citizens of the United 
States, resident for at least one year in the state where 
the bank was to be established, and continuing in such 
residence during their incumbency. Each director had to 
hold at least ten shares of the bank's stock, and had to 
take an oath that he would faithfully discharge the duties 
of his ofSce. In the election of directors each stockholder 
was entitled to vote on the "one share one vote" basis. 

The most distinctive feature of the National Banking Deposit of 
System was the bond-deposit requirement. Banks having |'j°\*|^ 
a capital of $200,000 or over were required to deposit with bonds 
the Treasurer of the United States not less than $50,000 
in United States bonds. The requirement was not less 
than one-fourth of the capital where the capital was 
$150,000 or less. As will be seen subsequently, the bonds 
so deposited were made the basis of note issue. Provision 
was made on substantially the same terms for the entry 
of state banks into the system. 

In general the scope of the business of the national banks Limitations 
was as previously defined. In conformity with American business 
procedure in these matters, granted powers were strictly 
interpreted. There were also positive limitations. Na- 
tional banks were forbidden to loan on or to purchase any 
of their own stock. Their debts were limited to the amount 
of the unimpaired capital, although notes and deposits, 
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drafts against money actually deposited to the credit of 
the bank, and liabilities to stockholders for dividends were 
excepted in making the calculations. There were also 
definite restrictions of a bank's real estate holdings, and 
on the amount of credit that could be extended to an 
individual or firm. The total liabilities of any firm, person, 
etc., was not to eiceed 10^ of the bank's capital and sur- 
plus, and, however large the surplus, such liabilities were 
in no event to exceed 30<^ of the capital. In calculating 
these liabilities bills of exchange drawn in good faith 
"against actually existing values," and discounted com- 
mercial or business paper actually owned by the person 
negotiating the same, were not to be included. Moreover, 
the law forbade the overcertification of checks. It also 
established 7^ as the legal rate of interest, except in those 
states which had their own interest prescriptions. In these 
cases the state rate was made the legal rate for the national 
banks. 

The expansion of credit in the form of deposits by the 
national banks depended upon loans and discounts. The 
only check on such expansion was found in the reserve 
prescriptions. Banks in the central reserve and in the 
reserve cities were required to maintain against their de- 
posit liabilities a reserve of 25^. In all other places the 
requirement was only 15<^. New York City, Chicago, and 
Saint Louis were the central reserve cities, while any city 
with a population in excess of 50,000 might through a 
petition of its national banks to the comptroller be desig- 
nated a "reserve city." The significance of this differ- 
entiation lay in the fact that reserve cities might keep 
one-half of their required reserves on deposit in central 
reserve cities, while the so-called "country banks" could 
keep three-fifths of their reserves deposited in either re- 
serve or central reserve cities. This redepositing of 
reserves grew out of the necessity of having balances in the 
large centers for domestic exchange operations. If a bank's 
reserve fell below the prescribed minimum it wag pro- 
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Mbited from making new loans. All the different kinds 
of money issued by the government were "lawful money" 
for reserve purposes, but the currency issued by the na- 
tional banks themselves was, of course, excluded from 
reserves. 

The deposits of the United States government were, by Govern- 
the Act of May 30, 1908, omitted in calculating the total ^^''l^^^^ 
deposit liabilities against which the specified reserves had 
to be maintained. Before that no such special exemption 
was made. But to safeguard the government funds the 
law had always required special deposits, with the Treas- 
ury, of United States bonds "and otherwise." In Secre- 
tary Shaw's administration of the treasury department 
these words "and otherwise" were interpreted to mean 
"or otherwise," under which interpretation state, munici- 
pal, and railroad bonds of designated standards were 
accepted as security for government deposits. In the early 
years of the National Banking System the government used 
the banks only for depositing internal revenue collections. 
Subsequently customs collections were also extensively so 
deposited. It was not until recently, however, that pay- 
ments on government account were made by checks directly 
drawn on depositary banks. Before that the government 
fxinds were covered into the subtreasuries on which the 
warrants for amounts due were drawn. 

The issue of notes by national banks was peculiarly Note issue 
controlled. In the first place all notes issued had to be 
backed up dollar for dollar by United States bonds, accord- 
ing to par value if that were less than the market value, 
or according to market value if the bonds went below par. 
Originally the total issue for each bank was limited to a 
certain rate per centum of its capital, the rate being 
regressive as the capital exceeded $500,000. This was 
subsequently changed to a uniform 90^ of capital max- 
imum, but this percentage was also increased so that the 
maximum was fixed finally at the full amount of capital 
stocks 
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Concerning the general character of the notes it may 
he said that not more than one-third of the issue could be 
in denominations as low as five dollars, while no notes could 
be issued in denominations under five dollars.^ The notes 
were acceptable in all payments to the government, and in 
payments to national banks. Bank notes were not, how- 
ever, available for reserve purposes for the national banks. 

The notes were redeemable in lawful money over the 
bank's counters and at the government treasury or sub- 
treasuries. For the purpose of insuring redemption each 
bank was compelled to deposit in specie with the treasury 
5^ of the total amount of notes issued. This fund was 
drawn upon to redeem the notes of any bank that failed, 
the sale of the deposited bonds of the failed bank being 
relied upon if necessary to replenish the fund to the extent 
that the redemption of the notes exceeded the actual con- 
tribution to it of the failed bank. A bank could provide 
for the redemption of its notes, if it chose to reduce its 
outstanding circulation, by depositing lawful money or 
United States bonds with the Treasury, but, in order to 
prevent what might be considered too hasty a contraction of 
the currency, there was the peculiar provision that not more 
than $9,000,000 worth of such bonds could be deposited 
in one month. A tax was levied on the notes varying with 
the rate of interest of the bonds deposited to secure them. 
The rate was V2 of 1^ each half year on circulation based 
on 3^ bonds, and only one-half that on the circulation 
resting on the 2^ bonds. 

The general operation of the banks in the National Bank- 
ing System was pretty carefully supervised by the govern- 
ment. The law required the banks to make at least five 
reports a year to the comptroller on forms supplied by 
him. Such reports had to be verified by oath or affirmation 
of the president or of the cashier, and had to be attested by 
the signature of at least three directors. Each of such 

' The object of this limitation was to monopolize the field of 
small bills for the silver certificates and for the silver dollar. 
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reports had also to be published by the banks. Moreover, 
in addition to these reports the law provided that the 
comptroller, with the approval of the Secretary of the 
Treasury, might appoint examiners, and such examiners 
could be sent at any time by the comptroller to examine 
into the condition of any national bank. 

The weaknesses of the American banking system as Aldrich- 
outlined by the National Monetary Commission are sub- Vreeland 
sequently discussed in some detail. Here, however, it may currency- 
be said that one of the most serious weaknesses was the ^"^^ 
hopeless inelasticity of the bond-secured currency. Pend- 
ing the reconstruction of the whole banking system there 
was passed on May 30, 1908, a measure popularly known 
as the Aldrich- Vreeland Act, which was aimed to provide 
at least temporary relief should a strain on the currency 
be again felt. A word or two must therefore be said about 
this act. 

It provided for the organization of "national currency 
associations" made up of at least ten national banks with 
capital unimpaired and with a surplus of 20j^. The com- 
bined capital of the banks in each such association was 
required to be not less than $5,000,000. The individual 
bank could not belong to more than a single association in 
a city. All the banks in the association, however, were 
required to be in contiguous territory. When properly 
formed the currency associations became bodies corporate. 

It was the business of the national currency associations issue of 
to supervise the issue of emergency currency. Any bank in g™^,g^cT^ 
the association having outstanding bond-secured notes to 
an amount equal to 40^ of its capital, and desiring more 
notes, was authorized to deposit with the association securi- 
ties therefor, including commercial paper. Through the 
Comptroller of the Currency application was then made 
to the Secretary of the Treasury who enjoyed discretionary 
authority in permitting the issue of additional circulation. 
While notes to an amount equal to 90^ of the cash value 
of state, city, town, county, or municipal bonds could be 
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issued on such securities, the maximum for other types 
was 75^. Moreover, no bank was permitted to issue notes 
based on paper in excess of 30^ of its unimpaired capital 
and surplus. Provision was also made for the issue to a 
single national bank, not a member of a currency associa- 
tion, of emergency currency on the basis of bonds of a 
designated character although not'' on the basis of com- 
mercial paper. The total issue was limited to $500,000,000 
and the total amount issued was to be apportioned over 
the country as a whole on the basis of capital. The d^ 
specie redemption fund was required for these notes as 
for the ordinary bank notes. 
TRedemption To stimulate redemption as soon as demand fell off 
there was the provision that this emergency currency 
should be taxed during the first month of issue at the rate 
of 5^ per annum upon the average amount in circulation, 
while after the first month an additional tax of 1^ per 
annum was to be added for each month until the total 
tax equaled 10^ per annum. Monthly returns concerning 
the emergency circulation had to be sent in to the govern- 
ment, and these returns might be verified by examinations. 
The notes could be retired by the deposit of lawful money 
or of national bank notes. They were to be issued in 
denominations running from $5 to $10,000, and were made 
redeemable in "lawful money." The act was to expire 
by limitation on June 30, 1914, although it was subse- 
quently extended for another year, and really rendered 
most useful service during the first year of the Great War. 

State Banks and Trust Companies 



Character 
of state 
banks 



State banks existed in this country before the adoption 
of the Constitution. They have continued to multiply 
ever since, and, at the time of the adoption of the Federal 
Reserve System, there were, in round numbers, eighteen 
thousand of them. The distinction between state banks 
on one side and national banks on the other is a distinction 
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of legal organization and control rather than of economic 
function. Both types conduct a general banking business, 
although a 10^ federal tax effectively prevents note issue 
by the state institutions. 

Trust companies are also organized under state laws. 
They exhibit a peculiar evolution in this county, but in companies 
so far as they enter the banking field they are today 
practically like the banks strictly so called. Indeed, Pro- 
fessor George E. Barnett, in his treatise on "State Banks 
and Trust Companies," says that a trust company today 
may be fairly defined as a "bank which has power to 
act in the capacity of trustee, administrator, and guard- 
ian. ' ' ^ Hence while there are certain differences in the 
regulation of trust companies as contrasted with that of 
the banks, these differences are not of sufficient importance 
for the purposes of this discussion to require separate 
consideration. 

The state banking institutions are incorporated, for the incorpo- 
most part, under general state banking laws. Incorpora- 
tion generally, and more particularly of banks, was in 
the earlier years of the country's history a matter for 
special legislation. But owing to abuses of various sorts 
the development was from special and toward general in- 
corporation laws. 

The granting of charters to individuals seeking to estab- 
lish banks is left in most of the states to specially desig- 
nated officers. In some cases there is an individual officer, 
whose entire duties comprise the supervision of the state's 
banking institutions. In other cases, besides the banks, 
such officer is required also to supervise the business of 
insurance within the state. In still other eases, the super- 
vising authority is vested in a board or commission. But, 
in any case, to acquire a charter for a new bank under 
state laws requires the approval of and action by the 



ration 



Granting 
of charters 



' State Banks and Trust Gompames, Publications of National 
Monetary Commission, p. 18. The summary here given is based on 
Professor Barnett's study. 
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authority charged by law with the general supervision of 
banking. 

As might be expected, considerable diversity is disclosed 
from state to state in the details of regulation. This is 
especially apparent in connection with capital require- 
ments. In some cases no particular capital is specified. 
"Where a minimum capital is specified it varies from $5,000 
to $50,000, although in the majority of cases the minimum 
falls between $10,000 and $25,000. The capital require- 
ments are in some cases uniform for all the banks, in 
other cases they are made to depend upon the population 
of the town where the bank is situated, or upon the amount 
of business done. In general, according to Professor 
Barnett, the minimum requirements for the smaller towns 
fall considerably below the levels established by the na- 
tional banking law. 

There are marked differences also in the matter of 
paying in the required capital. In some cases the paying 
in of the capital subscribed is left to the directors to 
handle, in others specified sums or proportions up to the 
total authorized capital must be paid in before the banks 
can begin business. The provisions of the national banking 
law on this subject have been freely copied in a good many 
states. 

Somewhat the same thing must be said concerning the 
surplus. A large number of states require the definite 
setting aside of a part of the annual net earnings for the 
creation of a surplus fund. Twenty per cent, of the capital 
seems to be the favorite minimum requirement. Prohibi- 
tions against the impairment of capital and against the 
payment of dividends except out of net earnings are also 
common. 

There seems to be a uniform objection in all the states 
to anything like thoroughgoing branch-banking. Branches 
are expressly forbidden in some states while in the states 
where branches are permitted their establishment is subject 
to narrow restriction. In most cases the establishment of 
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a branch requires the consent of the banking authorities, 
while there is also a pretty uniform requirement that each 
branch have its own capital. 

While in most states the extension of credit in the form No note 
of notes would be legal for the state banking institutions, '^^'^^ 
as already indicated the imposition of a 10<^ tax by the 
federal government removes note issue from the field of 
possibility for them. The credit of state banks is thus in 
practice made available only in deposit form. 

In this field the restrictions on the state banks are much Deposit 
less drastic than are those imposed on national banks. ^"P^^sion 
Eeal estate, for example, has always been pretty generally 
accepted as security for advances by the state banks, al- 
though limitations of one kind or another are usually 
imposed. These limitations have had to do with the loca- 
tion of the real estate, with the character of the lien given 
as security for the loan, and with the proportion of the 
selling value that could be extended as a loan. In general 
the determination of what is satisfactory security for ad- 
vances of credit is left to the discretion of the bankers 
themselves. 

Keserve prescriptions, however, are common. Here, too, Reserve 
as might be expected, the prescriptions vary. Differences yon^s*^"^'^' 
arise as to the amount of the reserves required, as to the 
form of the reserves, and also in the methods provided for 
enforcing reserve requirements. A distinction is com- Amount 
monly made between demand and time deposits, smaller 
reserves being required for the time deposits. The range 
of percentages is from 4^ to 15^ for time deposits and from 
10^ to 25^ for demand deposits. In some cases reserve re- 
quirements vary with the population of the localities where 
the banks are established. The required reserves need in Composi- 
most cases to be only partly cash on hand, sums deposited *''"* 
with bankers up to specified proportions of the required re- 
serves being pretty generally regarded as equivalent to cash 
on hand. In some cases a proportion of the reserves may be 
held in the form of securities. Nowhere in the states is 
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there any recognition of tlie desirability of mobilization 
of reserves ; indeed there are numerous examples of insist- 
ence upon a contrary system of isolated and independent 
units. 

In the enforcement of reserve requirements general de- 
pendence is placed on the prohibition against new loans 
and discounts when the reserves drop below the established 
level. There is also a common provision that in case of 
failure to restore reserves after due notice by the responsi- 
ble supervising authorities, proceedings for the appoint- 
ment of a receiver may be instituted. Or, in lieu of such 
a provision, the supervising authorities may themselves be 
authorized to step in and liquidate the bank's affairs. 

Prom the viewpoint of state legislation more importance 
seems to have been attached to ultimate security than to 
the immediate liquidity of state bank assets. The restric- 
tions based on the idea of safeguarding security are much 
more important and numerous than those aiming to insure 
liquidity. The amount loaned to any person, firm, etc., 
is usually limited to a percentage of capital and surplus, 
although in this connection bills of exchange drawn against 
actually existing values and paper actually owned by the 
borrower are not included as a part of the loan. Loans 
on bills of lading and on warehouse receipts are also com- 
monly excepted, while in some cases similar exception is 
made of loans on collateral security, or simply where the 
directors so vote. There are also not uncommonly pro- 
visions against excessive loans to directors or to officers. 

Reports by the banks to duly constituted officers are 
of course generally required, and it is usually within the 
province of such officials to determine the form of such 
reports. In some cases the minimum number of the reports 
per year is specified. In other cases the number as well 
as the time for making them is left to the discretion of 
the supervising authorities. Publication in the local press 
is commonly regarded as an essential element in a system 
of reports. 
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Examinations by the state banking authorities seem also Examina- 
to be looked upon as a normal element in the governmental *^°°^ 
supervision of state banks. Most of the states require such 
examinations. The number of examinations required varies 
from one to four a year, although in a few cases this matter 
is left to the supervising authorities themselves. In a 
good many states special examinations of the affairs of 
the individual banks by the directors themselves are re- 
quired. This seems anomalous, but experience has proved 
that oftentimes the directors have had but a hazy notion 
of their bank's real condition. 

Lastly, in connection with the general safeguarding of Guarantee 
the credit extended by the state banks a word must be said °^ deposits 
about deposit guarantees. A few of the states have intro- 
duced measures involving the mutual guarantee, or what is 
called "insurance," of bank deposits. Such schemes in- 
volve contributions by each bank, in proportion to total 
deposit liabilities, to a fund administered by state authori- 
ties and used to pay depositors of failed banks where the 
liquidation of the assets does not permit payment in full. 
Deposit-guarantee schemes are not, however, sufflciently 
common to warrant reference to them as a characteristic 
feature of state banking control. 

In addition to the seventy-five hundred national banks Private 
and eighteen . thousand state banks and trust companies bankers 
there are scattered over the United States a large number 
of private bankers. One type of private banker is found 
among the unassimilated alien populations of our larger 
cities. The foreigner unable to speak English prefers to 
intrust to one of his own countrymen such banking business 
as he needs to have transacted. This has been especially 
true of the Russian-Jewish and of the Italian immigrants 
in large cities like New York. These bankers coupled 
with their banking business the selling of steamship tickets, 
money changing, and a retail foreign exchange business. 
In a distressing number of cases they proved to be unvar- 
nished villains, defrauding mercilessly their ignorant com- 
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patriots. But they have latterly been subjected to whole- 
some regulation in the states where they were at all 
numerous, and many of them, especially in New York 
City, have been completely driven out of business. As 
a class, however, they have been an insignificant factor 
in the whole banking situation. 

Much more important have been the large investment 
banking firms like J. P. Morgan & Co., Kuhn, Loeb & Co., 
Speyer & Co., and similar firms. While these firms are 
primarily in the investment banking field, they have been 
an important factor in the "money market" through the 
carrying of active accounts for their clients, through their 
operations in the security markets, through their control 
of some of the largest banks, and through their extensive 
operations in the field of international exchange. They 
come only to a slight extent under governmental super- 
vision, and it must be said that strictly as bankers little 
criticism is ever leveled at them. 

Lastly, a word must be said about commercial-paper 
brokers. Under our system of numerous independent 
banks many businesses outgrew the possibilities of the 
banking facilities of their own localities. Hence large 
firms had to go elsewhere. This coupled with the wide- 
spread use of single-name paper supplied the logical basis 
for the development of the commercial-paper brokerage 
business. Commercial-paper brokers handle the paper of 
large firms, selling it on a commission basis to banks all 
over the country. To a certain extent they thus assist the 
free fiow of bank credit. They rarely indorse paper they 
sell, but the successful carrying on of their business 
requires them to examine carefully the paper of their 
clients, and to a certain degree to stand spionsor for it. 
There have been, however, a number of colossal failures, 
in which, through their purchase of paper from brokers, 
banks all over the country were involved. 

It is thus apparent that up to the establishment of the 
Federal Reserve System there was in the United States 
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no banking "system" in a real sense. We had simply a No banking 
congeries of scattered banking elements connected socially "sy^t^™" 
perhaps through membership in the American Bankers United 
Association, but virtually isolated in a business sense ex- States 
cept for loose voluntary arrangements within narrow limits 
for exchange, collection, and occasional lending purposes. 
The shortcomings of this system were pointedly set forth 
in the Report of the National Monetary Commission. This 
report enumerated 17 serious criticisms to which brief con- 
sideration will now be given. 

CRITICISMS OF AMERICAN BANKING BY THE Scattered 

NATIONAL MONETARY COMMISSION reserves 

(1) We have no provision for the concentration of the cash 
reserves of the banks and for their mobilization and use wherever 
needed in times of trouble. Experience has shown that the 
scattered cash reserves of our banks are inadequate for purposes 
of assistance or defense at such times. 

This criticism is hardly in need of further elucidation. 
It calls attention to the evil that had long been recognized 
as one of the most serious in our banking system. Instead 
of permitting, through reserve centralization, the free flow 
of credit according to the fluctuations in demand, the old 
system required each bank to keep a large proportion of its 
reserves in its own vaults. In times of trouble, far from 
having a distribution of reserves that promised the max- 
imum service for the country at large, there was a strong 
incentive to each bank to buttress its own position by 
drawing to itself the maximum supply of reserve funds. 
This led to needless accumulation in some quarters and 
dangerous weakening in others. It was often remarked in 
the United States that in times of trouble the banks them- 
selves were the worst hoarders. 

The depositing of a proportion of the required reserves 
in central reserve or in reserve cities, as permitted by the 
national banking law, did not necessitate any qualification 
of the criticism. While no mean proportion of the coun- 



230 



ORGANIZED BANKING 



" Dead- 
line " 
reserve 
require- 
ments 



try's bank reserves tended to go to New York they were 
not in that city under a centralized control that insured 
maximum usefulness. Moreover, the New York banks 
treated bank deposits as they did the deposits of indi- 
viduals, and the sending of reserves to New York tended, 
therefore, to result simply in further pyramiding of credit 
rather than in mobilization for more adequate security, 
or for the more uniform distribution of credit facilities 
among different communities. While the New York banks 
made advances to their correspondents such advances were 
on the basis of average balances maintained rather than on 
that of need. Finally when the outlying banks began to 
draw down their balances the New York banks were power- 
less to stop them, and were usually the first ones to be em- 
barrassed by the reserve movement. 

(2) Antiquated federal and state laws restrict the use t)f 
bank reserves and prohibit the lending power of banks at times 
when, in the presence of unusual demands, reserves should be 
freely used and credit liberally extended to all deserving cus- 
tomers. 

This criticism referred to the laws which forbade the 
banks from extending any new loans if reserves dropped 
below the prescribed minima. In other words; these laws 
regarded reserves simply as "till-money" to be paid out 
over the counter rather then as a real vault reserve for 
the extension of additional credit facilities when occasion 
demanded. 
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(3) Our banks also lack adequate means available for use 
at any time to replenish their reserves or increase their loaning 
powers when necessary to meet normal or unusual demands. 

The reference here was to the fact that practically 
each bank stood alone. There was no direct centralization 
of reserves, and there were no market practices that per- 
mitted reserve mobilization indirectly. The limited possi- 
bilities of direct lending could not eliminate anxiety when 
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trouble appeared even faintly on the horizon, and, as 
already indicated, the suggestion of trouble often resulted 
in panicky hoarding. 

(4) Of our various forms of currency the bank note issue Inelastic 
is the only one which we might expect to respond to the changing currency- 
needs of business by automatic expansion and contraction, but 

this issue is deprived of all such qualities by the fact that its 
volume is largely dependent upon the amount and price of United 
States bonds. 

This criticism is based on the fact that the expansion of 
note issue for a national bank required an equivalent in- 
vestment in United States bonds. Speculative changes 
in the price of bonds thus reacted upon the issue of notes. 
Moreover, with a low rate of interest on the bonds, taking 
into account the cost of issuing notes, it did not pay the 
banks to issue more notes than could be pretty definitely 
expected to remain in circulation. In like manner, the 
limitation on the redemption of notes acted against 
any attempt to expand note issue to meet merely temporary 
rather than permanent increases in demand. Further- 
more, the amount of bonds available for note issue did 
not vary with the fluctuating currency needs of trade but 
with the revenue needs of the government. Hence, instead 
of expanding and contracting with the changing needs of 
industry and commerce, our national bank-note issue 
tended gradually to increase. Indeed, instead of being 
"elastic" it was perversely elastic, tending to expand when 
reserves were excessive and to contract when reserves 
declined. 

(5) We lack means to insure such effective cooperation on Absence of 
the part of the banks as is necessary to protect their own and cooperation 
the public interests in times of stress or crisis. There is no 
cooperation of any kind among banks outside the clearing-house 

cities. While clearing-house organizations of banks have been 
able to render valuable services within, a limited sphere for local 
communities, the lack of means to secure their cooperation or 
affiliation in broader fields makes it impossible to use these or 
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similar local agencies to prevent panics or avert calamitous 
disturbances affecting the country at large. The organisations 
have, in fact, never been able to prevent the suspension of cash 
payments by financial institutions in their own localities in 
cases of emergency. 

Here another phase of the "scattered reserve" situation 
is emphasized. The public interest in times of stress and 
crisis requires a liberal extension of credit in order that 
fears may be quieted and anxieties be allayed. The neces- 
sity of self-protection when no opportunity for aid is as- 
sured tends, however, to lead the banks to restrict credit 
and to hoard reserves. Through the issue of clearing-house 
loan certificates the banks in the larger centers were able 
to pool reserves and to be of mutual assistance. But these 
loan certificates were palliatives and not preventives, and 
were efficacious, moreover, only in the payments between 
members of the same clearing house. While locally ef- 
fective their sphere of usefulness was narrowly restricted. 

No domestic (6) We have no effective agency covering the entire country 
clearing which affords necessary facilities for making domestic exchanges 

system between different localities and sections, or which can prevent 

disastrous disruption of all such exchanges in times of serious 

trouble. 

This emphasized the absence in the United States of 
an organized system of domestic clearings. Under the 
system of "scattered reserves" that prevailed in this coun- 
try, exchange or clearing operations depended necessarily 
upon the voluntary interrelationships established by the 
banks. According to the needs of trade, exchange balances 
were maintained in the larger centers because drafts on 
these centers naturally found wide acceptability. But 
these exchange balances were for the most part regarded 
as a part of the lawful reserves, and, as a bank credited 
its exchange balance with items the moment that they were 
remitted for collection, and further, as it charged against' 
such balance only the items that were in its hands and, 
for which remittance had been made, there was thus always 
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a "float," as it was called, or mythical element in the 
balance. These exchange balances were regarded by the 
banks holding them as not essentially different from other 
deposits and no special reserves were maintained against 
them. But in times of stress the individual banks would 
draw down their exchange balances, and would often insist 
upon the remittance of currency. This would not only 
weaken the banks acting as the reserve or exchange agents, 
but resulted usually in times of panic in a complete break- 
down of the system of domestic exchange. 

(7) We have no instrumentality that can deal effectively No protec- 
with the broad questions which, from an international standpoint, tion of the 
affect the credit and status of the United States as one of the national 
great financial powers of the world. In times of threatened reserves 
trouble or of actual panic these questions, which involve the 

course of foreign exchange and the international movements of 
gold, are even more important to us from a national than from 
an international standpoint. 

The importance of reserve protection was discussed in 
an earlier chapter. The criticism here given calls atten- 
tion to the fact that in this country we had no agency 
that was charged with the responsibility or that enjoyed 
the power of influencing the foreign exchanges or the 
exports and imports of gold. Under our system of scat- 
tered reserves relief in times of pressure could be obtained 
only when, at panic prices, we could persuade the for- 
eigner to take our securities, or when, through altitudinous 
discount rates, we could persuade him to leave or to send 
funds here. We had no agency that could operate in the 
exchange market, now buying, now selling, with a view 
to influencing the rates. Similarly, having scattered re- 
serves, we had no agency that could anticipate gold move- 
ments and effectively control the credit market at home. 

(8) The lack of commercial paper of an established standard, ardized 
issued for agricultural, industrial, and ■ commercial purposes, commercial 
available for investments by banks, leads to an unhealthy con- paper 
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gestion of loanable funds in great centers and hinders the 
development of the productive forces of the country. 

This criticism refers to the peculiar commercial paper 
situation that has developed in the United States. Owing 
to the uncertainty that arose in connection with the de- 
preciated currency during the period just after the Civil 
War, the tendency in American credit was toward short 
terms and liberal discount for cash. This resulted in the 
development of a single-name-paper system under which 
the merchant, borrowing on his own note, paid cash for 
his purchases, getting the benefit of the discount. Such 
paper was necessarily wrapped up with the makers' purely 
personal credit, and bore on its face no indication of the 
purpose to which the proceeds resulting from the discount 
would be applied. Advances obtained on the basis of 
single-name paper might be used for forwarding iona fide 
commercial transactions, but they might also be employed 
for equipment, or for other fixed investment purposes. The 
small dealer who could not borrow on his own account 
would take the longer term, but would in the great ma- 
jority of cases be simply carried on open account by the 
big manufacturer or distributor in the larger centers. This 
open account and single-name-paper system supplied a 
relatively small amount of paper for the banks to purchase. 
Moreover, since the distributor in the large center tended 
to use his accounts receivable as a basis for advances on 
his own note by his local bank, it meant that the bulk 
of such paper tended to arise in the larger cities. Through 
the operation of commercial paper brokers, the paper of 
firms of national reputation could be sold aU over the 
country, but this was not in sufficient volume nor of such 
unquestionable character that the banks could avail them- 
selves of it to any large proportion of their resources. 
This led the banks in the smaller communities to deposit 
their surplus funds with banks in the larger centers, giving, 
as the Monetary Commission points out, the congestion of 
funds that was regarded as unhealthy. 
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(9) The narrow character of our discount market, with its No open 
limited range of safe and profitable investments for banks, results discount 
in sending the surplus money of all sections, in excess of reserves 

and local demands, to New York, where it is usually loaned out 
on call on stock-exchange securities, tending to promote dan- 
gerous speculation and inevitably leading to injurious disturb- 
ances in reserves. This concentration of surplus money and 
available funds in New York imposes upon the managers of the 
banks of that city the vast responsibilities which are inherent 
in the control of a large proportion of the banking resources 
^f the country. 

This criticism is similar to the one previously discussed, 
except that it calls special attention to the fact that the 
congestion of loanable funds was pronounced in New York. 
In this city the banks treated the deposits of their cor- 
respondents just as they would the deposits of any private 
individual, maintaining against them only the legally re- 
quired reserves. Since in general the practice was to pay 
2^ interest on the balances of correspondent banks there 
was a strong incentive to the New York banks to utilize 
their reserves to the full. Yet the nature of these balances 
required that the credit based on them be embodied only 
in relatively liquid investments. The most valuable form 
of investment from this point of view was the call loan 
on stock-exchange collateral. Hence, as the Commission 
points out, a large proportion of the country's available 
credit was used for financing stock speculation instead of 
trade and industry. While the Commission refers to the 
responsibility that was imposed on the managers of the 
New York banks as the holders of so large a proportion 
of the country's ultimate reserves, it must be noted that 
that responsibility did not rest so heavily on these man- 
agers as to induce them to maintain any large surplus 
above the legal requirement. 

(10) The absence of a broad discount market in our system, Helpless- 
taken together with the restrictive treatment of reserves, creates ness of 
at times when serious financial disturbances are anticipated a individual 

I19.T1 kS 

condition of dependence on the part of individual banks through- 
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out the country, and at the same time places the farmers and 
others engaged in productive industries at a great disadvantage 
in securing the credit they require for the growth, retention, and 
distribution of their product. 

Here we have emphasis on another aspect of the weak- 
ness of our old system resulting from the absence of a 
broad discount market. The absence of a discount market, 
and the dead-line restriction that was used to bind reserves, 
made each bank feel that in times of stress it would have 
to look out for itself. There was no market in which the 
bank could count on disposing of some of its perfectly 
good assets, and there was no central agency to which it 
could turn with assurance that assistance would be ren- 
dered. Hence, when a feeling of apprehension developed, 
efforts were made to anticipate difficulties by restricting 
credit and trying to strengthen reserves. Through such 
hoarding by the banks themselves their clients were seri- 
ously inconvenienced. 
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(11) There is a marked lack of equality in credit facilities 
between different sections of the country, reflected in less favored 
communities, in retarded development, and great disparity in 
rates of discount. 

The high capital requirement under the National Bank 
Law and the general opposition to branch-banking in most 
of the states discouraged the organization of independent 
banks except in the relatively larger communities where 
business moved in sufficient volume to justify large invest- 
ments of capital. The result was that many small com- 
munities enjoyed no banking facilities whatever, and this 
naturally meant that the economic aid rendered by banks 
could not be extended to the inhabitants of such community. 

(12) Our system lacks an agency whose influence can be 
made effective in securing greater uniformity, steadiness, and 
reasonableness of rates of discount in all parts of the country. 

The scattered reserves and the consequent immobility 
of credit based upon them, taking into account also the 
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absence of an open discount market, naturally led to great 
disparity in discount and loan rates over the country as 
a whole. Moreover, the lack of mobility resulted in rela- 
tively great fluctuation in each community, because with 
mobility a comparatively slight rise in rates in any com- 
munity tends to attract funds from other communities. 

(13) We have no efifective agency that can surely provide No facili- 
adeqnate banking facilities for 'different regions promptly and ties to 

on reasonable terms to meet the ordinary or unusual demands meeteme^- 
for credit or currency necessary for moving crops or for other ° 
legitimate purposes. 

This criticism refers particularly to the absence of 
proper facilities in agricultural districts at the season 
when the demand for credit is especially heavy in such 
districts. Our reserves were scattered, our banks were 
largely disconnected units, and our bank-note issue was 
utterly inelastic. Hence the farmer who needs credit seri- 
ously in the crop-moving season, and who needs it more 
particularly in the form of notes, seemed to be under 
special difficulties. 

(14) We have no power to enforce the adoption of uniform No uniform 
standards with regard to capital, reserves, examinations, and the standards 
character and publicity of reports of all banks in the different for banks 
sections of the country. 

This is a political rather than a purely economic criti- 
cism. It grows out of the separation of state and federal 
regulation of our economic life. Banks have not been 
regarded simply as instruments of interstate commerce 
and hence as coming under the exclusive jurisdiction of 
the federal government. As already seen, the majority of 
the banks in the United States are organized under state 
laws. There arises, therefore, the great diversity in the 
control of the banks here referred to. 

(15) We have no American banking institutions ia foreign No foreign 
countries. The organization of such banks is necessary for the agencies 
development of our foreign trad§. 
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The experience of England and of Germany has shown 
the great advantage, not to say the necessity, of having in 
foreign countries, especially the great neutral markets like 
South America and the Orient, agencies of home banks, or 
independent institutions established by home interests for 
the purpose of financing foreign trade. Moreover, the 
operation of such over-seas banks is of great advantage 
in protecting the home credit situation in that bills drawn 
on and made payable in the different markets may be 
bought or sold, as the foreign exchange situation in the 
home market may require. We have never had banks in 
foreign countries to handle such business for us. We have 
depended for our foreign operations on alien bankers. 
This has involved heavy tribute to such bankers, and, 
since they have naturally favored the trade of their own 
country wherever they could, it has hindered the develop- 
ment of American foreign trade. 

(16) The provision that national banks shall not make loans 
upon real estate restricts their power to serve fanners and other 
borrowers in rural communities. 

This criticism is hardly in need of any further elucida- 
tion. It refers to the fact that in the agricultural districts 
prospective borrowers have little beside land to offer as 
security to the banks. Hence extreme limitations upon the 
acceptability of real estate as a basis of loans is a hardship 
on the farmers. 

(17) The provision of law under which the government acts 
as custodian of its own funds results in irregular withdrawals 
of money from circulation and bank reserves in periods of 
excessive government revenues, and in the return of these funds 
into circulation only in periods of deficient revenues. Recent 
efforts to modify the Independent Treasury System by a partial 
distribution of the public moneys among national banks have 
resulted, it is charged, in discrimination and favoritism in the 
treatment of different banks. 

This criticism refers to the Independent Treasury Sys- 
tem which has been in vogue in the United States since 
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1844i The United States government, after the closing of 
the second United States Bank in 1836, was seriously 
pressed at times because of the failure or suspension of 
some of the state banks that had acted as depositories for 
the federal government. In self-defense the Independent 
Treasury System was organized, but, as the finances of the 
federal government developed and involved heavier and 
heavier sums, the collection of the revenue and the dis- 
bursement of the public funds resulted in arbitrary inter- 
ference with the money market. Moreover, the mainte- 
nance in the treasury of a large average balance meant 
an economic loss. In the later years, as the criticism itself 
indicates, the Independent Treasury System was modified, 
but much was left to the discretion of the Secretary of the 
Treasury, and in the exercise of that discretion the secre- 
tary was occasionally accused of discrimination and 
favoritism. 

As a result of these criticisms the National Monetary 
Commission formulated recommendations for the reor- 
ganization of the country's banking system. A complete 
scheme of bank reform, known as the Aldrich scheme, was 
presented to Congress and to the country at large. The 
Aldrich scheme was pushed by bankers and business men, 
but there was considerable opposition to it owing to the 
fact that popular control of the banking system was not 
sufficiently safeguarded, and owing to the further fact that 
the reserve institutions, for which it provided, were in 
the main to function primarily as emergency institutions. 
There were also some criticisms of detail, but of these it 
is not necessary to speak in this place. Suffice it to say 
that the Aldrich scheme was not adopted. With the 
election of a democratic president in 1912, the democratic 
majority in Congress turned its attention to a new scheme ■ 
of banking reform. After various hearings and joint dis- 
cussions the Federal Reserve Act was presented to Con- 
gress, and, after debate and amendment of the act in both 
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houses of Congress, the proposed law was referred to a 
conference committee, whose report, as usual, was adopted. 
This gave us the Federal Reserve System which, with some 
amendments, is the system that we have today. 
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CHAPTER XIII 

THE PEINCIPLES OF THE FEDERAL RESERVE 

SYSTEM 

I. Centralization of Reserves 

The factor most largely responsible for the peculiar Absolute 
organization of the Federal Reserve System was need of ^ath)™^'' 
centralization of reserves. Yet "centralization" had al- feared 
ways had such an ominous ring in American ears that it 
was assumed to be necessary to avoid the semblance of 
complete centralization even though the benefits accruing 
from it were, if possible, to be assured. 

The act provides for the establishment of new banks, to Federal 
be known as Federal Reserve Banks, into which the re- ^g^^J* 
serves of the country are, so far as possible, to be gath- 
ered. The country is to be divided into from eight to 
twelve "federal reserve districts" in each of which is 
to be designated a "federal reserve city" in which in 
turn the new banks are to be established. The first dis- Reserve 
tricting of the country is to be by an " organization com- '^ "'^ ^ 
mittee" made up of the Secretary of the Treasury and 
the Secretary of Agriculture and the Comptroller of the 
Currency. After the organization of the system a board 
known as the "Federal Reserve Board" is to have control 
of this matter. 

A minimum capital of $4,000,000 is prescribed for each Capital of 
federal reserve bank. The capital is to be subscribed by ^an"r 
"member banks" of the district, each bank entering the 
system subscribing an amount equal to G^ of its own 
capital and surplus. One-sixth of the amount subscribed 
is payable on call, one-sixth three months after the organ- 
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ization of the banks, one-sixth in six months, while the 
balance is to remain on call. If the bank subscriptions 
prove inadequate to supply the minimum capital, provision 
is made for popular subscriptions, although subscriptions 
by single individuals and corporations are limited to 
$25,000. So determined was Congress that the Federal 
Keserve System should get started that subscriptions by 
the United States government are pledged in every case 
where bank and popular subscription together do not 
suffice to supply the minimum capital. Above the mini- 
mum, the capital of the reserve banks may fluctuate as 
banks join or withdraw from the system. The shares are 
to be $100 each, payable in gold or in gold certificates. 
Those owned by banks are not to be transferred or 
hypothecated. 

Ostensibly, membership in the Federal Reserve System 
was to be voluntary, and provision is made for the en- 
trance into membership of state institutions as well as 
of national banks. By amendment adopted June 22, 1917, 
provision is also made for membership of banks organized 
under local laws in the territorial possessions. As a matter 
of fact, pressure was brought to bear on national banks 
to force them into the system, although at the same time 
inducements were extended to them as well. 

National banks are required to signify within sixty days 
after the passage of the act as to their intention of joining 
the system. If they fail so to signify, they may on thirty 
days 'notice from the Organization Committee be for- 
bidden to act as reserve agents. Moreover, it is provided 
that government funds shall not be deposited with non- 
members of the system, and that a bank's charter shall be 
declared forfeited if it fail to enter the system within one 
year. 

As an inducement to national banks to come into the 
system it is provided that, on application to and approval 
by the Federal Reserve Board, and if not in contravention 
of state law, national banks may be permitted to do a 
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trust business. It is also provided that member banks not 
in central reserve cities may make restricted loans on im- 
proved, unencumbered farm lands, but in this connection 
power is given to the Federal Keserve Board to add cities 
to the list of those not permitted to make such loans. An 
inducement to the large city banks interested in the possi- 
bilities of foreign trade is found in the provision that 
national banks with a capital and surplus greater than 
$1,000,000, may with the authorization of the Eeserve 
Board, establish foreign branches. But perhaps even more 
significant in this connection are the provisions enabling 
member banks to engage in the business of accepting on 
commission. 

Amendments adopted in June, 1917, offer special induce- 
ments to the state banks to come into the system. While 
state banks must comply with the reserve and capital re- 
quirements of the act and with the provisions of law 
prohibiting the purchasing of or the lending on their own 
stock they are permitted to retain their state charter privi- 
leges. They are also exempted from the restriction in 
Kevised Statutes 5200 relating to loans to individuals, al- 
though the restriction is practically made to apply in 
rediseounting operations by the bank itself at the federal 
reserve bank. Finally, provision is made for the with- 
drawal, on six months' notice, of a state member bank, 
although the law does not permit a reserve bank to cancel 
more than 25^ of its capital in any one year for this pur- 
pose unless special authorization is- obtained from the 
Federal Eeserve Board. 

Although branch-banking has not, on the whole, been Branches 
favorably regarded in the United States, it was recognized 
that the peculiar function of the reserve banks would in 
time require the establishment of branches. It is there- 
fore provided that the reserve banks may be permitted or 
required by the Reserve Board to establish branches in 
their several districts, and also in the other districts where 
the reserve banks of such districts have for any reason sus- 
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pended operation. Provision is made for the operation of 
the branches by boards of directors of not more than seven 
members or less than three, under rules and regulations 
approved by the Keserve Board. The members of these 
boards are to have the same qualifications as directors of 
the reserve banks themselves. A majority of one of the 
branch directors is to be appointed by the reserve bank ■ 
concerned, but the remainder are to be designated by the 
Federal Eeserve Board. Th,e bank is to select the branch 
manager. 

The act vests the government of the reserve banks in 
a board of nine directors. These are divided into three 
classes, A, B, and C, each containing three members. 
Class A directors are to represent and are to be elected by 
the member banks. Class B men also are to be elected 
by the member banks, but are to represent the broader 
business and commercial interests of the district. Class C 
directors are to represent the general public interest and 
are to be designated by the Eeserve Board. One of the 
Class C directors is to be designated as chairman by the 
Eeserve Board, and by virtue of such designation he be- 
comes also the "Federal Eeserve Agent." Another Class C 
director is to become in like manner vice-chairman. It was 
originally provided that the vice-chairman should also be 
deputy federal reserve agent, but by amendment adopted 
in June, 1917, the office of deputy agent was abolished, and 
authority was given to the federal reserve agent to ap- 
point one or more assistants who have power to act in his 
name or stead during his absence. The law provides that 
the reserve agent is to be a person of tested banking 
experience. 

The method of electing the directors is carefully pre- 
scribed, and at the same time the essential. qualifications of 
the directors are specified. It is hardly necessary to go into 
these matters in detail, although it may be said that the 
aim is to give the small banks equal voice with the large. 
The law provides also that no senator or representative in 
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Congress shall be a director or oiBcer of a reserve bank, and 
that no director in Class B shall be an officer, director, or 
employee of any bank, while directors in Class C shall not 
even be stockholders of banks. The term of office for the 
directors is fixed at three years. 

As the federal reserve banks are to be public rather Dividends 
than profit-making agencies, their dividends are limited to 
6<^ per annum. The dividends are, however, cumulative. 
It is provided that one-half of the net earnings after the 
dividends have been declared shall go into a surplus fund. Surplus 
until a surplus of 40^ of the capital is accumulated. The 
remaining net earnings are to go to the United States Excess 
government. It is interesting in this connection to notice +"^"1'* 
that the amounts paid to the government are to be used, 
at the discretion of the Secretary of the Treasury, to sup- 
plement the gold reserve against United States notes or 
to reduce the government's bonded indebtedness. The sur- 
plus is of only secondary interest to the stockholders, 
however, because it is provided that, should a reserve bank 
go into liquidation, anything remaining in the surplus 
after proper deductions for debts, for dividends, and for 
the par value of the stock, shall accrue to the United 
States. 

The federal reserve banks are, by the law, made exempt Taxes 
from all taxes except those on real estate. In view of the 
limitation of dividends this would appear to be the only 
consistent course to pursue. Special taxes are provided 
in connection with the control of credit expansion as sub- 
sequently set forth, but these special taxes, contingent 
upon certain eventualities, are not for revenue purposes. 
The expenses of the Federal Reserve Board, of note issue, 
of the preparation of printing plates, etc., are to be as- 
sessed on the federal reserve banks by the Reserve Board. 

The franchise of the reserve banks runs twenty years Franchise 
unless sooner dissolved by Congress, or unless forfeited by 
particular banks through violation of law, etc. 

To coordinate and to control the whole system, provision 
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is made for the creation of an agency called the Federal 
Keserve Board. 

This Board is to be made up of seven members. Two 
of the seven, namely, the Secretary of the Treasury and 
the Comptroller of the Currency, are made members ex 
officio. The remaining five are to be appointed by the 
President with the advice and consent of the Senate. 
Vacancies are to be filled in the manner provided for 
original appointments, except that when vacancies occur 
during the Senate recess, the law provides that the Presi- 
dent shall grant a commission expiring thirty days after 
the date of the opening of the next session. The term of 
office of the appointed members is fixed at ten years, except 
in the case of the first incumbents, who are to serve two, 
four, six, eight, and ten years respectively. Provision is 
made for removal for cause by the President. 

In defining the qualifications of members of the Reserve 
Board the law provides that not more than one member 
can come from a single reserve district. While two of the 
five appointed members must have had banking or financial 
experience, no member of the Board is permitted to be 
an officer, director, or stockholder of a bank. Then, too, 
senators and representatives are made ineligible. 

The law makes the Secretary of the Treasury the eoo- 
officio chairman of the Board, but it provides that the 
Board itself shall choose from the five appointed members 
one to act as governor and another as vice-governor. Pro- 
vision is made for the appointment by the Board of a 
secretary, of counsel, and of other necessary aids. 

The Federal Eeserve Board is one of the most powerful 
administrative boards in the world. Its powers in detail 
can be more intelligently set forth in connection .with the 
related subjects, but here it may be said that the Board 
exercises general supervision over the whole system. A few 
of the general powers may be enumerated as follows : 

It may suspend or remove any officer or director of a 
federal reserve bank. 
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It may add to, or reclassify, central reserve and reserve 
cities. 

It may require reserve banks to write off doubtful debts. 

It may suspend a reserve bank, take it over, or liqui- 
date it. 

The law provides for a Federal Advisory Council, made 
up of one member from each reserve district. The mem- 
bers are chosen by the boards of directors of the reserve 
banks. The Council is to meet quarterly at Washington, 
and oftener, if called by the Federal Reserve Board. Pro- 
vision is also made for special meetings at Washington or 
elsewhere. 

As is hinted in the name, the powers of the Federal 
Advisory Council are advisory only. The Council ia 
authorized to confer directly with the Reserve Board on 
general business conditions ; to make oral or written repre- 
sentations concerning matters within the jurisdiction of 
the Board; to call for information and to make recom- 
mendations in regard to discount rates, rediscount business, 
note issue, reserve conditions in the various districts, the 
purchase and sale of gold or securities by the reserve banks, 
open market operations by the reserve banks, and the 
general affairs of the reserve banking system. 

Omitting from consideration here the capital stock, the 
sources of the funds to be mobilized in the federal reserve 
banks were originally two : deposits of member banks and 
deposits of the United States government. Since June, 
1917, deposits of non-member banks for exchange purposes 
have been permitted. In this connection mention should 
also be made of accounts carried for foreign correspon- 
dents. Provision is made for deposits by one federal 
reserve bank in another, but these, also, are solely for 
exchange purposes, and represent no net addition to the 
reserve system as a whole. 

The depositing of government funds in the reserve banks 
is not mandatory. The law provides that the Secretary 
of the Treasury "may" direct that treasury money in the 
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general fund, except the 5^ redemption fund behind the 
national bank notes and the redemption fund held against 
federal reserve notes, be deposited in federal reserve banks. 
The reserve banks are to act as the fiscal agents of the 
government when required. Eevenue as it is collected may 
be deposited in the reserve banks and disbursements may- 
be made by drawing checks against the government's 
account. 
Bank The law originally provided that member banks were 

deposits ^Q ^ggp jj^ |.}jgjj. general reserve banks a prescribed propor- 
tion of their legally required reserves. The reserves pre- 
scribed for central reserve city, for reserve city, and for 
country banks were respectively 18^, 15^, and 12<^. In 
each case the law required the depositing in the reserve 
banks of a little more than one-third of these reserves, 
namely, 7/18, 6/15, and 5/12 respectively. Furthermore, 
while making special provision for a transition period of 
three years, the law provided that at the end of three 
years, 5/18, 4/15, and 3/12 respectively of the prescribed 
reserves of central reserve city, reserve city and country 
banks were to be in the member bank's own vaults or 
on deposit with its reserve bank. The remaining one-third 
of the required reserves was to be in cash in the member 
bank's own vaults. In order further to stimulate reserve 
centralization these provisions were amended in August, 
1916, so that by a vote of at least five members and cover- 
ing all the districts, the Reserve Board might by general 
ruling permit member banks to deposit in the reserve 
banks any portion of their reserves previously required to 
be carried in their own vaults. But owing to the desire 
further to strengthen the reserve system in the face of the 
Great War the whole reserve requirement was changed in 
June, 1917. There is now no legal provision for vault re- 
serves, but all member banks must keep prescribed balances 
with their reserve banks. These balances are 3^ of time 
deposits in all eases, and 13<^, 10<^, and 7^ of demand de- 
posits for banks respectively in central reserve cities, in 
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reserve cities, and in other places. In other words, all 
required reserves of member banks must now be deposited 
in the reserve banks. Member banks are also forbidden to 
deposit with non-member state banks or trust companies in 
excess of 10^ of their own capital and surplus. 

II. Elasticity of Deposits 

The deposits in member banks are classified in the law Member 
under "demand deposits" and "time deposits." All de- *'*"''s 
posits payable within thirty days are demand deposits. 
Postal savings deposits and those requiring at least thirty 
days' notice, or running longer than thirty days, are con- 
sidered time deposits. Expansion of deposit liabilities by Expansion 
the member banks is specifically limited by the law itself 
only in connection with the reserve prescriptions. The 
law provides that no bank falling below the prescribed 
reserves is at any time to make new Joans or to pay divi- 
dends until the reserve required by law is restored. 

As is the ease with the member banks, the specific limita- Reserve 
tion of deposit expansion by the reserve banks is found ^^^^^ 
in reserve prescriptions. Owing to their peculiar responsi- Expansion 
bility as well as to the nature of their deposit liabilities, 
reserve banks are required to keep a relatively high cash 
reserve, namely 35«^. This reserve may be in gold or lawful 
money. 

In order, however, to prevent the reserve prescriptions Reserve 
from acting as a mere "dead line" in deposit expansion suspension 
the law contains a remarkable provision, authorizing the 
Federal Eeserve Board ' ' To suspend for a period of thirty 
days, and from time to time to renew such suspension for 
periods not exceeding fifteen days, any reserve requirement 
specified in this Act." 

But to safeguard the broad authority given in this clause 
from being used by a complaisant board as a mere infla- 
tionist measure, the law adds an important proviso, namely, 
that the Reserve Board "shall establish a graduated tax 
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upom the amounts by -wjiich the reserve requirements of 
this act may be permitted to fall below" the level specified. 
In the earlier chapters of this treatise, it was pointed 
out that the possibility of controlling credit expansion 
was in the main a matter of controlling the discount rate. 
On the other hand, in the field of deposits, owing to the 
nature of the check, automatic redemption of credit can 
be expected as a matter of course. Hence in the Federal 
Eeserve Act provision is made only for the orderly control 
of expansion. The law says that the federal reserve banks 
may, subject to review and determination of the Federal 
Reserve Board, establish rates of discount for different 
classes of commercial paper. Of course, it needs hardly 
to be repeated that the success of such control depends 
upon the degree to which the official rates may be made 
effective. 
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The expansion of note issue is more carefully controlled. 
Two kinds of notes are provided. The first kind grows out 
of the necessity of taking care of the bond-secured national 
bank notes. It was considered unfair suddenly to with- 
draw the circulation privilege from bonds that had gone 
to a premium because of that privilege, and, at the same 
time, it was believed to be essential to guard against the 
possibility of a sudden contraction of the currency. Hence, 
a special type of bond-secured "Federal Reserve Bank 
Note" was devised to supplement and finally to supplant 
the national bank notes. The second form of note pro- 
vided for, namely, the "Federal Reserve Note," is intended 
to be the permanent and elastic type. These can be con- 
sidered in turn. 

The law provides that for a period of twenty years (be- 
ginning two years after the law's enactment) a member 
bank wishing to reduce, or to retire, circulation may apply 
to the Treasurer of the United States to sell for its account 
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the necessary amount of its bonds deposited with the gov- 
ernment. These applications are to be turned over to the 
Federal Eeserve Board at the end of each quarter. The 
Board may then require the federal reserve banks to pur- 
chase such bonds up to $25,000,000 per year, allotting the 
purchases to the several banks on the basis of proportionate 
capital and surplus. The reserve banks may then deposit 
such bonds with the government, and may take out notes 
which are their own obligations, and which are of the 
"same tenor and effect" as national bank notes. These 
are the "Federal Eeserve Bank Notes," and are issued 
and redeemed under the same terms as national bank notes 
except that the total amount issued by a reserve bank is 
not limited to the capital stock of such bank. 

Should the federal reserve bank prefer, however, not 
to issue notes under this provision, it may, with the per- 
mission of the Federal Eeserve Board, turn over to the 
Secretary of the Treasury the 2^ bonds bearing the cir- 
culation privilege, but against which no circulation is out- 
standing, and get in exchange one-half of the amount in 
one-year 3^ United States gold notes, and one-half in 3^ 
gold bonds. But, at the time of making the exchange, the 
federal reserve bank must bind itself to purchase, at the 
maturity of the notes, an equal amount for gold, if so re- 
quested by the Secretary of the Treasury, and to renew the 
obligation annually for a period of thirty years. The 
significance of this strange provision lies, of course, in 
the availability of the one-year notes as quick assets. At 
a given moment they could be quickly sold by a bank, 
even though, some months later, the bank had to purchase 
with gold a new lot. Should it so desire, the federal 
reserve bank may, with the approval of the Eeserve Board, 
exchange the notes for more 3^ bonds. These bonds have 
not, of course, the circulation privilege. 

The elastic notes in the new system are known as "fed- 
eral reserve notes." These are the obligations of the 
United States government itself. They are issued at the 
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discretion of the Federal Reserve Board, to the federal 
reserve banks, and through the federal reserve agents. 

The notes are to be held in readiness at the Treasury, 
at sub-treasuries, or at the mints nearest to the federal 
reserve banks for which they are prepared. They are 
issued in denominations of $5, $10, $20, $50, and $100, 
and they have on their faces the numbers of the banks 
through which they are issued, each federal reserve bank 
having for this purpose a distinctive letter, serial number, 
etc. 

Federal reserve notes are receivable by the federal re- 
serve and by member banks, and by the government for 
all public dues. They are not legal tender in payments 
to individuals; but this will not seriously influence their 
acceptability. They are redeemable in gold on demand at 
the treasury in Washington, and in gold or lawful money 
at any federal reserve bank. Furthermore, they constitute 
a first lien against the assets of the reserve bank through 
which they are issued. 

When it wishes to issue notes, a federal reserve bank 
makes application through its federal reserve agent. As 
special guaranty for the notes, it must supply an equal 
amount of collateral made up of notes, drafts, bills of ex- 
change or acceptances which it has rediscounted, or bills of 
exchange indorsed by a member bank and bankers' accept- 
ances purchased in the open market. The Reserve Board 
may call for more collateral should that be deemed neces- 
sary, but the point is that the major portion of the reserve 
banks' normal investments become thoroughly acceptable 
cover for note issue. The transformation of credit from 
deposit form into note form ought not, therefore, to be a 
matter of difficulty. By amendment, in June, 1917, gold 
and gold certificates were also made legal cover for reserve 
notes. 

A limitation of note expansion is implied in the reserve 
prescriptions. The reserve banks are required to hold a 
reserve in gold (not simply gold or lawful money as with 
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deposits) of 40^ against federal reserve notes in actual 
circulation, and not offset by gold or lawful money de- 
posited with the federal reserve agent for the purpose of 
retiring notes. Since June, 1917, gold and gold certificates 
deposited as collateral may be counted as a part of the 
• required reserve against notes. The effect of this appears 
to be the changing of the legal basis of note issue from a 
minimum of 100^ paper and 4:0<^ gold to 60^ paper and 
40^ gold.^ A part of the gold reserve must be deposited 
with the United States treasurer. How large this part 
should be is left to the discretion of the Secretary of the 
Treasury, but it must in any case be not less than 5^. 
But here, too, a more adjustable check is provided in the 
authority vested in the Reserve Board to grant in whole 
or in part, or to reject altogether, the application of a 
federal reserve bank for notes, and to fix a rate of interest 
on notes, the collateral for which is something other than 
gold or gold certificates. In an article in the NortJi Amer- 
ican Review, for October, 1913, Mr. Paul M. Warburg criti- 
cises the arbitrary power granted to the Federal Reserve 
Board over note issues. The probability is, however, that 
the provision for a possible interest charge on note issues 
was regarded as an emergency expedient to prevent inflation. 
Ac in the case of deposits, so in the case of notes, in 
order to prevent the reserve requirements from acting prescribed 
under all circumstances as a "dead line" authority is reserves 
granted to the Reserve Board to suspend the reserve re- jjne" 
quirements for thirty days, and to renew the suspension for 
periods of fifteen days. But in order that needed expan- 
sion may not degenerate into out-and-out infiation, the 
Reserve Board is required to establish a graduated tax of 
pot more than 1^ per annum on the deficiency in the 
reserve below 40^, and above 32%^, and of not less than 
IVz^ per annum on each 2%J^ that the reserves diminish 

^ This is, however, not a weakening of the notes. In any case 
a bank has assets equal to liabilities and reserve notes enjoy a prior 
lien against all assets. 
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below 321/2^. Furthermore, to insure that this tax also 
■will have the proper discouraging effect on the ultimate 
borrower, it is required that while in first instance the 
tax is paid by the federal reserve bank concerned, the 
bank itself must add an amount equal to the tax to the 
rates of interest fixed by the Federal Keserve Board. Thus 
while expansion of note issue to meet real demand is 
provided for, the necessity of guarding against over- 
expansion has not been neglected. 
Contraction The law contains a series of provisions designed to insure 
contraction of notes when demand falls off. The notes 
may not be counted as lawful money for reserve purposes, 
either by member banks or by reserve banks. It is there- 
fore to the interest of a member bank to deposit in its 
reserve bank as speedily as possible all federal reserve 
notes that it receives as deposits, excepting in so far as 
it may need a portion of them for till-money purposes. 
There is a certain inconsistency here, since deposits in the 
reserve banks are regarded as reserves by member banks. 
This inconsistency, however, as in the case of the pro- 
vision for a possible interest charge on note advances, finds 
its explanation in the desire to exert upon the notes such 
pressure as may be necessary to enforce their redemption. 
Nevertheless, the Eeserve Board is on record in favor of 
making federal reserve notes lawful money for reserve 
purposes for member banks. 

Another provision, the purpose of which is to stimulate 
redemption, is that which not only specifically requires 
reserve banks to return each other's notes, either to the 
original bank of issue or to the treasury for retirement, but 
which also imposes a penalty of lOj^ of the amount involved 
for the paying out by one reserve bank of the notes of 
another. The reserve banks must also reimburse the treas- 
ury for notes redeemed there; and if in redeeming such 
notes, the treasury paid out gold or gold certificates, the 
Secretary of the Treasury may demand reimbursement in 
like funds. The notes received by the treasury otherwise 
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than for redemption may be exchanged for gold out of the 
redemption fund or may be simply returned to the issuing 
bank for the credit of the United States. The results of 
these alternatives may or may not be the same. Redemp- 
tion in gold,- on the basis of 40^ reserves, means a con- 
traction of $250 in credit for each $100 worth of notes 
redeemed. Returning the notes for government credit 
means simply a transformation of credit from note form 
into deposit form. As the reserve required against de- 
posits is smaller than that required against notes, the net 
result of this alternative may be further expansion rather 
than contraction. Still the result is the same if the gold 
taken from the redemption fund is immediately put back 
into the banks. In both cases, however, there is the initial 
redemption which is the important consideration. In the 
case of redemption in gold, the redemption can be made 
more than doubly trenchant simply by holding the gold in 
the treasury. Should reserve banks desire of their own 
accord to reduce their note liabilities, they may do so by 
depositing with their several reserve agents, notes, gold, 
gold certificates, or lawful money. As amended in June, 
1917, the law permits gold turned over to the treasury 
for redemption purposes, and taken from the fund held 
by the federal reserve agent as collateral security, to be 
still regarded as collateral security just as if it were de- 
posited with the reserve agent. 

Contraction of notes in response to falling demand would 
seem therefore to be reasonably assured under the new 
system. 

IV. Strengthening Reserves and Rediscounting 

A system of centralized reserves and of monopolistic Deposits 

note issue must make both reserves and bank notes available "> reserve 

bailks 
to its constituent local banks. In this connection it may lawful 

be noted that in the Federal Reserve System the deposit '^serves 
balances of the member banks in the federal reserve banks banks 
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may, as already indicated, be counted as reserves by the 
member banks. This is, of course, a necessary corollary of 
centralized reserves. These deposits may be checked 
against by the member banks or be simply drawn down in 
reserve notes or in lawful money. The important consid- 
eration for the member banks is, therefore, the mainte- 
nance of adequate balances with their several federal 
reserve banks. 
Redis- This is made possible by the provisions for rediscount- 

counting jjjg "With the indorsement of a member bank, the federal 
Paper reserve banks may discount for such member bank, notes, 

eligible drafts, and bills of exchange arising out of actual com- 

mercial transactions. The law imposes on the Eeserve 
Board the responsibility of determining the character of 
such paper, but it specifically declares ineligible notes and 
bills covered by, or put out for carrying, stocks and invest- 
ment securities, except notes and bonds of the United 
States government. On the other hand, it provides that 
paper secured by agricultural products or other goods and 
merchandise shall not be declared ineligible. The obvious 
purpose of the discrimination against investment and 
similar paper is to discourage security speculation. Bills 
acceptable for rediscount may not run longer than ninety 
days, exclusive of days of grace. Here too an exception 
is made in favor of the rural borrower, in that bills issued 
for agricultural purposes and those based on live-stock may 
have a six months' maturity. The amount of these long- 
time bills, however, must be limited to such a percentage 
of the assets of the reserve bank acquiring them as may 
be determined by the Federal Reserve Board. In order 
to control the utilization of the advantages of the Federal 
Eeserve System by banks which are unwilling to assume 
corresponding obligations, it is provided that, in applying 
for or receiving discounts, a member bank can act for a 
non-member only with the express permission of the Fed- 
eral Reserve Board. Lastly, it may be mentioned that, 
according to an amendment adopted in August, 1916, a 
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reserve bank may make advances to member banks on their 
promissory notes, for periods not exceeding fifteen days 
at rates establisbed by the reserve banks but approved by 
the Reserve Board, provided that these notes are secured 
by "such notes, drafts, bills of exchange, or bankers* ac- 
ceptances" as are eligible for rediscount or for purchase 
by the reserve banks, or provided that they are secured 
by the deposit of bonds or notes of the United States. In 
other words, if a member bank has on hand eligible paper 
that it prefers to keep rather than to rediscount, or if 
it holds or -can obtain government bonds or notes, it can 
offer either or both as collateral for a direct loan. 

On the whole, therefore, it may be concluded that the 
question of obtaining till-money or that of strengthening 
reserves is simply one of having on hand an adequate 
supply of bills acceptable for rediscounting, or of bonds or 
paper that can be used as collateral for a direct loan. 

In connection with rediscounting, however, one impor- inter-dis- 
tant question remains. This relates to the provision made *^''J*'^^ 
for one reserve district to get the advantage of possibly 
redundant reserves in other districts. Nothing is as ef- 
fective in bringing about a free flow of funds as'an open 
discount market. With such a market each bank buys or 
sells according, to its own needs. If the paper available 
be of the proper character, and if the interbanking rela- 
tions be such as to inspire the necessary confidence, this 
free flow of funds may not only characterize the nation 
as a whole, but may also enter as an important possibility 
in international operations. 

Understanding the advantage of an open discount Basis of 

market, the framers of the law endeavored to provide at ™open 
. . . discount 

least some of the facilities necessary to its creation, rro- market 

vision was made for the creation of bankers' acceptances. 

As the law now stands, member banks may accept drafts 

and bills of exchange growing out of exports and imports 

up to one-half of their paid-up and unimpaired capital, 

or with the permission of the Federal Reserve Board, up 
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to the full amount of such capital. Moreover, they can 
accept bills growing out of domestic transactions but not 
in excess of one-half of their paid-up capital and surplus, 
provided that shipping documents conveying or securing 
title are attached to the bills at the time of acceptance, 
or provided that the bills are secured by. warehouse re- 
ceipts, etc., conveying or securing such title. The transac- 
tion covered must involve readily marketable staples. The 
amount of acceptances for one individual firm, etc., is lim- 
ited to 10^ of the bank's paid-up and unimpaired capital 
and surplus unless the bank is secured either by attached 
.documents or by some other actual security growing out 
of the same transaction as the acceptance. For bills with 
strong banks as acceptors there ought to be a wide demand. 
Such bills ought to flow wherever the rate of discount is 
lowest. To facilitate this dispersion, the law permits the 
federal reserve banks to discount these acceptances when 
they have the indorsement of at least one member bank. 
Moreover, as a further important factor in helping the 
free flow of funds, the law permits the reseuve banks to 
buy and sell in the open market acceptances and bills of 
exchange eligible for rediscounting, and the open market 
purchases need not have the indorsement of a member 
bank. Finally, should it be impossible to build up an 
open market, or should the possibilities of such a market 
prove at any time inadequate, there is the provision that 
the Federal Reserve Board may permit, and, on vote of 
five members may compel, the reserve banks to rediscount 
for each other at rates fixed by the Board itself. 

V. Domestic Cleaeings 

In the chapter dealing with this subject, it was shown 
that a well-organized banking system based upon central- 
ized reserves implies a thorough-going system of domestic 
clearings or transfers. The importance of this was recog- 
nized in the original Reserve Act and was further em- 
phasized in subsequent important amendments. 
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As clearing involves the balancing of credits against Reserve 

debits, in the absence of direct relations between debtors ''^nks 

J T 1 1 may be 

and creditors the process can be executed only through clearing 

the intermediation of an agency standing between them h°"ses for 
and acting for both. Hence the Federal Eeserve Law 
permits the Federal Eeserve Board to require each 
reserve bank to act as a clearing house for its member 
banks, and it may also permit the reserve banks, for ex- 
change purposes, to carry accounts with each other. The 
amendment of June 22, 1917, permits reserve banks to 
accept deposits for exchange purposes from non-member 
banks, which must, however, maintain balances sufficient 
to offset all items in transit held for their accounts by the 
reserve banks concerned. 

The reserve banks must receive at par all remittances 
drawn on their own depositors that may be sent in for 
collection by member banks and by other reserve banks. 
Beyond this they may receive for collection maturing bills 
payable on presentation. This applies to bills payable 
anywhere when deposited by member banks, and to bills 
sent in by other reserve banks when such bills are payable 
somewhere within the district of the receiving bank. Fur- 
thermore, there is the interesting provision that one reserve 
bank may send as a credit to a second reserve bank items 
drawn against a third reserve bank or its member bank. 
The object of this provision is to permit three-cornered 
exchange whereby a given bank liquidates its indebtedness 
to a second bank by sending a credit payable at a third. 
The whole system of charges for such clearings is in general 
under the control of the Federal Eeserve Board. In the 
original act there was the implication that member banks 
could not charge their patrons more than the actual ex- 
pense involved in collecting or remitting funds, or in sup- 
plying exchange. Under the system actually put into 
practice by the Board some country bankers were deprived 
of considerable revenues formerly obtained from collection 
charges. They worked hard to get an amendment per- 
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mitting them to make what they considered a fair charge. 
The Board opposed such a concession. While in June, 1917, 
the bankers succeeded in getting a collection-charge amend- 
ment, the Board in turn succeeded in getting the bankers' 
proposal so worded that it is difficult to see that the bankers 
made any clear gain. The reasonable charges which the 
banks are authorized to make are "to be determined and 
regulated by the Federal Eeserve Board." Furthermore, 
"no such charge shall be made against the Federal Reserve 
Banks." The reserve banks will, however, be the largest 
remitters of items for collection in any organized, country- 
wide collection system. 

To systematize the clearings between the reserve banks 
themselves, it is provided that the Federal Reserve Board 
may act as a clearing house for them, or it may designate 
one of the reserve banks to act in that capacity. Moreover, 
to facilitate transfers, provision was made by an amend- 
ment adopted in June, 1917, for the receipt by the United 
States Treasury of deposits of gold coin or of gold certifi- 
cates by reserve banks or by reserve agents f pr their sev- 
eral accounts with the Federal Reserve Board. These de- 
posits are held subject to the Board's order, and the Board 
may direct that payment be made to any reserve bank or 
reserve agent. Deposits so made by the reserve banks may 
be considered a part of their required reserves. The basis 
of an effective clearing system would thus appear to be 
provided. 



VI. Foreign Operations and Protection of the 
Gold Reserve 



Financing 

foreign 

trade 



Most of the foreign trade of the United States has here- 
tofore been financed by foreign bankers. The new system 
permits the home institutions to enter this field of business. 

Both member banks and federal reserve banks are bene- 
fited by the new provisions. As already noted, member 
banks are allowed within certain limits to accept on com- 
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mission drafts and bills of exchange growing out of exports 
and imports, and these may be sold in the open market or 
be rediscounted at the federal reserve banks. Under the 
amendment adopted in August, 1916, a member bank is 
permitted to accept bills of exchange having not more 
than three months to run (exclusive of days of grace), 
drawn under regulations prescribed by the Eeserve Board 
by banks or bankers abroad for the purpose of furnishing 
dollar exchange as required by the usages of trade in the Dollar 
respective countries. Such drafts or bills may also be 6''<=*'™6e 
acquired by the reserve banks. But no member bank may 
accept for such purposes for any one person more than 10<^ 
of its paid-up and unimpaired capital and surplus, unless 
the draft or bill of exchange is accompanied by documents 
securing title or by some other adequate security. In any 
case, the limit is one-half of the paid-up and unimpaired 
capital. 

But beyond these provisions, there are others permitting Foreign 
national banks to establish agencies in foreign countries ^^""^'^^ 
or to acquire an interest in banks established there. Na- connections 
tional banks with a capital and surplus of $1,000,000 or 
more may, with the permission of the Eeserve Board, 
establish branches in foreign countries or in the depend- 
encies. The capital set aside for these branches must be 
specified, but besides conducting the foreign business of 
the home bank, the branches may also act as fiscal agents 
of the United States government. In the case of smaller 
national banks, an amendment adopted in August, 1915, 
permits them to subscribe up to 10^ of their own capital 
and surplus to the stock of one or more banks or corpora- 
tions chartered under United States national or state laws, 
and principally engaged in foreign banking, either directly 
or through control, ownership, or agency of local institu- 
tions in foreign countries. Full reports and information of 
all foreign agencies, etc., must be given to the comptroller. 
Moreover, the bank concerned must enter into an agree- 
ment with the Reserve Board to limit its foreign operations 
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and to conduct its foreign business as the Reserve Board 
may prescribe. The accounts of the foreign branches, etc., 
must be independently kept. Any violation of the agree- 
ment may result in an order to close out the foreign 
holdings. 

The reserve banks also are given significant privileges 
in the field of foreign operations. With the consent of 
the Federal Reserve Board they may, and under the direc- 
tion and regulation of the Board they must, open accounts 
in foreign countries; they may appoint correspondents 
or establish agencies for purchasing, selling, and collecting 
bills of exchange, and they may buy or sell through such 
connections bills of exchange growing out of commercial 
transactions with at least two names and vnth. a maturity 
not exceeding 90 days exclusive of days of grace. A for- 
eign account opened by one reserve bank may, with the 
Board's permission, be utilized by other reserve banks. 
Moreover, the reserve banks may carry accounts here for 
their foreign correspondents. 

The provisions bearing directly on the operations in the 
exchange market and on gold movements are of equal 
interest and importance. In addition to the dealings with 
their member banks, the reserve banks are permitted to 
purchase and sell in the open market, at home and abroad, 
cable transfers of funds, bankers' acceptances and bills 
of exchange of the kind that are eligible for rediscount, 
with or without the indorsement of a member bank. Fur- 
thermore, they may deal in gold coin or bullion, at home 
and abroad, may make loans thereon, may exchange federal 
reserve notes for gold in bullion and in coin, or for gold 
certificates, and they may contract for loans of gold 
giving United States bonds and other authorized security 
as collateral. Finally, under rules prescribed by the Fed- 
eral Reserve Board, they may buy and sell, at home and 
abroad, United States bonds and notes, and also bills, 
bonds, revenue warrants, etc., of states and of the minor 
political divisions when such bills, etc., have a maturity not 
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to exceed six months and are issued in anticipation of 
taxes or assured revenue. 

In the chapter dealing with the "Protection of the Ee- Control of 
serves," the importance of effective control of domestic f^^^^^ 
rates of discount was set forth. Hence in considering the 
provisions of the Eeserve Act with reference to foreign 
operations, the power given to the Reserve Board finally 
to determine the rate of discount at the reserve banks must 
be recalled. Whether the rates fixed by the Board can 
be made effective or not is, of course, another question, 
the answering of which will depend upon the extent to 
which the market will have to rely on the reserve banks. 

As a final guarantee to the world of the solidity of the Guarantee 
whole system, the Federal Eeserve Act reaffirms the gold s/andMd 
standard, and authorizes the Secretary of the Treasury to 
purchase gold if necessary with one year 3^ gold notes of 
the United States or to borrow it on the security of United 
States bonds. 



VII. Examinations and Publicity 

The system of examination of banks is so thoroughly es- Examina- 
tablished in this country that we naturally expect to find ^°^ 
provisions of this kind in the Eeserve Act. The law re- 
quires the comptroller to appoint examiners to make exam- 
inations of member national banks twice a year. The for- 
eign branches of the national banks are also subject to 
examination by the comptroller. If a member bank is a 
state institution, the Federal Eeserve Board may authorize 
the acceptance of state examinations, but special examina- 
tions by the Board may be ordered at any time. The 
state banks must also make not less than three reports to 
the Eeserve Board. 

The Federal Eeserve Board is given broad powers of 
examination. It may, at its discretion, examine the reserve 
banks as well as member banks and may similarly require 
reports from them. Moreover, under its permission, or 
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even under that of the federal reserve agent, a federal 
reserve bank may make examination of its member banks. 
On the other hand, on joint application of ten member 
banks, the Board must order a special examination of any 
federal reserve bank. 
Publicity Adequate publicity is also assured. The Federal Eeserve 

Board is required to make an annual report to Congress 
through the Speaker of the House. It must also issue a' 
weekly statement showing the position of each reserve bank 
and a consolidated statement for the reserve system as a 
whole. The statement must show the character and amount 
of reserve money and amount, nature, and maturity of 
paper and other investments held by the federal reserve 
banks. 



System 
a great 
achieve- 
ment 



The above analysis of the Federal Reserve Act shows 
that it is based on a sound understanding of the needs to 
be met. Whether the law will in full measure attain the 
ends sought must be determined by experience. In the law 
itself, the caviling critic can find imperfections, repetitions, 
inconsistencies, and ambiguities. But to the economic 
student familiar with American legislative methods, the 
Federal Reserve System will stand as a remarkable achieve- 
ment in constructive legislation. 
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CHAPTER XrV 

THE OPERATION OP THE FEDERAL RESERVE 
SYSTEM 

I. Organization of the System 

The organization of the Federal Reserve System began Organi- 
with the hearings held by the Organization Committee, c^^^ittee 
The first hearing was held in New York on January 5, 1914. hearings 
The purpose of these hearings was to sound business 
opinion as to the establishment of the reserve districts, 
having in mind the number of the districts to be estab- 
lished, the boundaries of the districts, and the choice of 
the cities to be designated as federal reserve cities. 

The Organization Committee decided on twelve reserve The 
districts, the maximum permitted by the law. It also laid j^ft'^ts 
out the boundaries of the several districts and designated 
in each of them a federal reserve city. There was naturally 
some criticism of the committee's choice of reserve cities 
and of its determination of boundaries, and preparations 
were made in some cases to carry the objections as soon as 
possible before the Federal Reserve Board. In an opinion 
rendered on April 14, 1916, the Attorney General held that 
the Reserve Board enjoys no power to change the present 
location of any federal reserve bank, hence no effort has 
been made to change the selection of reserve cities. There 
have, however, been readjustments of the boundaries of 
reserve districts. Northern New Jersey banks and those of 
Fairfield County, Conn., were added to the district of the 
New York Federal Reserve Bank. Certaip Louisiana 
parishes were added to the district of the Atlanta bank, 
while the district of the Chicago bank was enlarged to 
include the southern part of Wisconsin. The readjust- 

365 
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ments were made in response to a petition of a majority of 
the member banks concerned. A map showing the present 
boundaries of the several districts is reproduced in the 
Appendix. 

On February 16, 1915, the secretary of the Organization 
Committee issued a notification that by the 23rd of the 
month all national banks must signify their intentions 
with respect to joining the system. By that date 7,465 
national banks out of a total 7,493 had signified their 
intention of joining. They represented over 99^ in num- 
bers and 99%j^ in capital of all the national banks. Eight- 
een banks indicated an intention not to join, and ten had 
not been heard from, although these ten subsequently fell 
into line. The total capital of the national banks thus 
brought into the system was $1,054,533,554. Thereafter, 
as new national banks were organized they entered the 
System automatically. 

State banks, on the other hand, have held aloof. In 
some cases the laws of the states have been held to forbid 
state banks joining the reserve system, largely because of 
the requirement that banks shall not subscribe to the stock 
of corporations. To remove all doubt a good many states 
adopted special enabling laws. In other states the authori- 
ties ruled that there was nothing in state laws to prevent 
state banks from entering the system if they so chose. At 
the beginning of 1917, out of a total membership of 7,627 
banks, only 38 banks were state institutions, although it 
must be noted that a considerable number of the additions 
to the system since its organization represented state banks 
converted into national banks.^ 

The minimum capital of $4,000,000 required for the sev- 
eral reserve banks was assured at the outset. There was 
no opportunity or occasion for popular or for govern- 
mental subscriptions. The subscriptions for the several 



' In Sept., 1917, 87 state banks were in the system. It is believed 
that as a result of the favorable amendments adopted in June, 1917, 
many more state banks will come into the system. 
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reserve banks were announced by the Organization Com- 
mittee as follows: 

Dist. Bes. City Capital 

1 Boston $9,931,740 

2 New York 20,687,616 

3 Philadelphia 12,993,013 

4 Cleveland 11,621,835 

5 Richmond 6,543,281 

6 Atlanta 4,702,780 

7 Chicago 13,151,925 

8 St. Louis - 6,219,323 

9 Minneapolis 4,702,864 

10 Kansas City 5,594,916 

11 Dallas 5,634,091 

12 San Francisco . . .'. 8,115,524 

Total $109,898,902 

Since the organization of the system changes have been 
liiade through the addition of new members and through 
the readjustment of the boundaries in several of the dis- 
tricts. Under the law only half of the subscribed capital 
needs to be paid in. Hence in the following table, covering 
the capital situation as it appeared in the Reserve Board's 
weekly statement of June 1, 1917, the figures under capital 
are for capital paid in. 

Dist. Res. City Capital 

1 Boston $5,029,000 

2 New York 12,060,000 

3 Philadelphia 5,264,000 

4 Cleveland 6,248,000 

5 Richmond 3,436,000 

6 Atlanta 2,388,000 

7 Chicago 7,057,000 

8 St. Louis 3,168,000 

9 Minneapolis 2,467,000 

10 Kansas City 3,165,000 

11 Dallas 2,754,000 

12 San Francisco 3,949,000 

Total $56,985,000 



268 



ORGANIZED BANKING 



Date of 
opening 



The 

Federal 
Reserve 
Board 



Activities 



Althougli at a conference in October, 1914, a majority 
of the directors of the reserve banks voted to have the 
banks begin business on November 30, Secretary of the 
Treasury McAdoo made an announcement fixing the open- 
ing on November 16. Mr. McAdoo stated that he was 
impelled to this decision "particularly because of the 
emergency' conditions in the South and the confident belief 
that the prompt opening of the reserve banks will be very 
helpful to the cotton situation and to general business in 
all sections of the country. ' ' Accordingly, on November 16, 
the several reserve banks opened their doors for business. 
The date was hailed by Mr. P. M. "Warburg as America's 
economic "fourth of July." 

President Wilson's nominations for the five appointive 
members of the Federal Reserve Board were Paul M. War- 
burg of New York, W. P. G. Harding of Birmingham, 
Ala., W. C. Miller, formerly of Leland Stanford Jr. Uni- 
versity, Thomas D. Jones of Chicago, and Charles S. 
Hamlin, Assistant Secretary of the Treasury. The Senate 
Banking and Currency Committee reported favorably on 
Messrs. Hamlin, Harding, and MiUer, but deferred action 
on Messrs. Jones and Warburg. Mr. Warburg's banking 
affiliations and Mr. Jones's connection with the Interna- 
tional Harvester Company were subjected to an investiga- 
tion by the committee. Mr. Jones's name was subsequently 
withdrawn by the President at his own request, and Mr. 
Frederic Delano, of Chicago, was nominated in his stead. 
In the meantime, the' Great War had broken out, so Mr. 
Warburg and Mr. Delano were hastily confirmed on Au- 
gust 6, 1914. Secretary of the Treasury McAdoo and 
Comptroller of the Currency Williams were the two ex- 
officio members. The five appointed members took the oath 
of office on August 10. Mr. Hamlin was designated as 
governor and Mr. Delano as vice-governor. 

The first formal session of the Board was held on August 
14, 1914. It selected as its first secretary Dr. H. Parker 
Willis, who had played a leading part as committee expert 
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in the fashioning of the Federal Eeserve Act in Congress. 
Almost instantly the Board's influence was helpfully felt. 
It took the leadership in the establishment of a special gold 
pool to tide over the foreign exchange market. It also 
supported a plan suggested by St. Louis bankers to estab- 
lish a $150,000,000 cotton loan fund. Furthermore, it lost 
no time in formulating regulations concerning commercial 
paper, domestic clearings, foreign exchange operations, 
etc., the general supervision of which is put by the Federal 
Reserve Act into the Board's hands. In the administration 
of its office the Board has conceived of its function as a 
broad one. It has not only acted as a far-sighted and 
broad-minded leader of the money market, but it has also 
acted as an expert committee advising Congress. Amend- 
ments to the Reserve Act of far-reaching importance were 
adopted at its recommendation with amazing little change 
or question by Congress. It supplies a leadership the 
need of which was strongly felt under the old system. 

The Federal Advisory Council was organized as soon as Federal 
the Federal Reserve System got under way. As required counciF 
by law one member of the Council was elected by the 
reserve bank in each district, so that the Council com- 
prises a membership of twelve. Although the Council 
enjoys only advisory powers it has held quarterly meetings, 
and the Reserve Board has made a practice of getting the 
Council's advice on all policies of large importance. Re- 
ports of its meetings have been regularly published in the 
Federal Reserve Bulletin. 

II. Reserve Bank Deposits 

The deposits in the federal reserve banks come from 
member banks on the one hand and from the government 
on the other. Deposits of prescribed reserves, it will be 
remembered, are required of member banks. Government 
deposits are not mandatory but are made at the discretion of 
the Secretary of the Treasury. 
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As the reserve banks opened for business on November 
16, the first reserve instalment from member banks was due 
on that date. The total cash paid in by November 20 was 
$241,408,000, of which $204,945,000 was in gold and gold 
certificates and the remainder in legal-tender notes, silver 
certificates, and fractional coin. By December 31, 1914, 
the cash holdings of the reserve banks had increased to 
$255,647,000; by December 30, 1915, through periodic re- 
serve payments and otherwise to $358,488,000, and by 
December 30, 1916, to $474,590,000. The total reserve on 
June 1, 1917, was $526,458,000. 

As the deposit balances of member banks are built up 
through loan and discount operations as well as through 
deposits of actual cash, and as the cash required as reserve 
is only 35^ of the superimposed deposit liability, the deposit 
liabilities of the reserve banks have grown more rapidly 
than the cash itself. The following table, based on the 
figures given in the Eeports of the Reserve Board, shows 
the increase of net reserve deposit liabilities from Novem- 
ber 20, 1914, to June 1, 1917. 

Net Beserve Deposit Liabilities of Federal Reserve Banks 

Nov. 20, 1914 $227,880,000 

Dec. 31, 1914 256,018,000 

Dee. 30, 1915 400,012,000 

Dee. 29, 1916 668,786,000 

June 1, 1917 721,146,000 

For some time after the establishment of the Federal 
Reserve System no attempt was made by the government 
to utilize the reserve banks. On August 20, 1915, Secretary 
McAdoo issued a statement in which he said that "public 
moneys had not yet been deposited merely because the 
banks do not need them now and have not yet found full 
use for their present resources, which appear to be more 
than adequate for the demand at this time. ' ' It had been 
hoped by many that the government would at the outset 
deposit all available funds in the reserve banks and thus 



OPERATION OF RESERVE SYSTEM 271 

establish, a firm precedent for sueli a policy. The secre- 
tary's statement, however, shows that the treasury depart- 
ment is to maintain all the discretion that the law itself 
provides. 

The first use of the reserve banks was made by the First made 
government in connection with the handling of the crops ™^^^* 
in 1915. Special deposits were made in the Eichmond, 
Atlanta, and Dallas banks, $5,000,000 being placed in each. 
The deposits were made by adding to the credit of the 
banks concerned in the gold settlement fund at Washing- 
ton,^ although the Dallas bank drew $1,000,000 in currency. 
The secretary offered to make similar deposits to the credit 
of the St. Louis, Kansas City, and Minneapolis banks, but 
these banks indicated that they were amply supplied with 
funds. 

On November 23, 1915, a more important step in this Reserve 
connection was taken. On that date the Secretary of the ^5"^!^^ 
Treasury formally designated the reserve banks as fiscal agents 
agents of the United States government, and on January 1, 
1916, the treasury transferred $9,000,000 to the reserve 
banks by withdrawing funds from national bank deposi- 
tories in the cities where the reserve banks are located. 
Thenceforward the treasury employed the reserve banks 
extensively in fiscal operations of the government, espe- 
cially in connection with the sale of the short-time treasury 
notes and of the $2,000,000,000 worth of the 31/2^, 15-30 
bonds provided for in the $7,000,000,000 "Liberty Bond" 
issue. 

III. Federal Reserve Bank Notes 

Federal reserve bank notes, it will be recalled, are obliga- Conversion 
tions of the reserve banks themselves, and are based on a„di"sue 
bonds acquired from the national banks in the open market of notes 
or through allotment by the Federal Reserve Board up to 
the maximum of $25,000,000 per year, as provided in 
' See below, p. 287. 
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Section 18 of the Keserve Act. Bonds acquired from 
member banks and bearing the circulation privilege may- 
be used as a basis of federal reserve bank notes, or, if 
they be 2^, may be converted into 3^ one-year gold notes 
or 3^ thirty-year bonds. In a communication to the Re- 
serve Board under date of February 28, 1916, the Secre- 
tary of the Treasury announced that $30,000,000 worth of 
3^ bonds and notes would be available for conversion 
during the year 1916.^ By October the full thirty millions 
had been converted and a corresponding amount of two 
per cents were withdrawn. As the reserve banks had pur- 
chased in the open market the bonds necessary for this 
purpose it was not necessary for the Reserve Board to 
enforce the purchase of allotments. Another thirty mil- 
lions of the 3^ notes and bonds has been made available 
for the year 1917. The reserve bank of Kansas City in 
March, 1916, was the first to avail itself of the privilege 
of issuing the federal reserve bank notes. The Dallas bank 
followed in September. By the end of October, however, 
the issue of the Dallas bank had been withdrawn and 
before the end of December the Kansas City bank hadj 
also retired its quota. Liability has been extinguished 
through the deposit of lawful money and through return 
of notes for destruction. The combined issue had reached 
a maximum of only $3,214,000 on September 15, yet during 
1916 national bank-note circulation decreased $44,511,968. 

IV. Federal Reserve Notes 

Issue Federal reserve notes appeared in circulation shortly 

after the opening of the reserve banks. The amount out- 
standing on November 27, 1914, was reported as $2,700,000. 
By December 31, 1914, this had increased to $10,608,000; 
by December 30, 1915, to $189,026,000 ; and by December 
29, 1916, to $275,353,000. A considerable part of this 

' Section 18 required the purchase of bonds by the reserve banks 
only two years after the passage of the act. 
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issue, however, was covered by gold or lawful money de- 
posited with federal reserve agents. Net liabilities for 
outstanding reserve notes for the dates indicated were as 
follows : 

Nov. 27, 1914 $2,475,000 

Dec. 31, 1914 3,774,000 

Dec. 30, 1915 13,486,000 

Dec. 29, 1916 14,130,000 

June 1, 1917 27,776,000 

Experience with federal reserve notes has not yet been Elasticity 
sufficiently prolonged to permit safe conclusions concerning 
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their elasticity. Moreover, since the outbreak of the Great 
War the heavy importations of gold have rendered the 
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whole money and credit situation in the United States so 
abnormal that such conclusions as might be drawn would 
hardly be the same as those that would be arrived at under 
normal conditions. To these considerations must also be 
added the fact that, at least as far as the total issue of 
reserve notes is concerned, experience thus far shows little. 
The movement in the net liability of the banks for their 
notes is the real criterion of elasticity of note issue, but 
the change here has been on too small a scale to suggest 
real flexibility for the system as a whole. As ail indication 
of possibilities, however, there is given in the preceding 
diagram the movement of the net liability of the Dallas 
reserve bank for the two-year period, December, 1914:- 
December, 1916. 

V. Rediscounting and Open Mabket Operations 



Redis- 
counting 
under 
section 13 



It will be recalled that the Federal Reserve Act imposes 
on the Federal Reserve Board the duty of defining the 
commercial paper made eligible by the act for rediscount- 
ing or for open market purchases on the part of the reserve 
banks. One of the first duties that the Reserve Board had 
to face was this definition of paper. The Board dealt with 
the matter in a series of circulars and regulations, the 
later of which modified or amplified those that preceded. 
The regulations that now prevail ^ can be found in full in 
the ' ' Circulars and Regulations, Series of 1917. ' ' ^ 

Regulation A of this series deals with the paper eligible 
for rediscounting under Section 13 of the Reserve Act. 
The regulation first lays down the general conditions under 
which a note, draft, or bill of exchange is eligible for 
rediscount under this section. 



Eligible (a) "It must be a note, draft, or bill of exchange the pro- 

paper ceeds of which have been used or are to be used in producing, 

purchasing, or carrying or marketing goods in one or more of 



' June 1, 1917. 



' See Appendix. 
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the steps of the process of production, manufacture, or dis- 
tribution. 

(6) "It must not be a note, draft, or bill of exchange the 
proceeds of which have been used or are to be used for per- 
manent or fixed investments of any kind, such as lands, buildings, 
or machinery. 

(c) "It must not be a note, draft, or bill of exchange the 
proceeds of which have been used or are to be used for invest- 
ments of a purely speculative character. 

(d) "It may be secured by the pledge of goods as collateral, 
provided it is otherwise eligible." 

In making an application for rediscount the member bank 
is required to certify on a form provided for the purpose 
that "to the best of its knowledge and belief" the paper 
offered is one of the kinds described. -V' 

Included in Eegulation A are divisions dealing with 
special types of paper, namely, promissory notes, drafts, 
bills of exchange and trade acceptances, six jnonths agri- 
cultural paper and commodity paper. Each of these 
groups is separately defined and special conditions of 
eligibility are prescribed. 

A promissory note is defined "as an unconditional prom- Promissory 
ise in writing signed by the maker, to pay, in the United ""^^^ 
States, at a fixed or determinable future time, a sum 
certain in dollars to order or to bearer." The obligation is 
imposed on the reserve bank to satisfy itself that the note 
is eligible, but as a promissory note might be used for 
"investment" as well as for "commercial" purposes, and 
as the reserve bank might, therefore, be uncertain as to its 
eligibility, the Board has provided that "compliance with 
the requirements in this respect might be "evidenced by 
a statement of the borrower showing a reasonable excess 
of quick assets over current liabilities." The member 
bank offering the promissory note for rediscount must state 
whether the note was discounted originally for a depositor 
or for another member bank, or whether it was purchased 
from a non-depositor. It must also certify whether a 
financial statement of the borrower is on file; Financial 
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statements are required to be kept on file for all notes 
offered for rediscount which have been purchased from 
sources other than a depositor or a member bank. For 
other notes the reserve banks are allowed to use their 
discretion in satisfying themselves as to eligibility. Direct 
authorization is given "to waive the requirement of a state- 
ment with respect to any note discounted by a member 
bank, for a depositor, or another member bank: 

(1) " If it is secured by a warehouse, terminal, or other similar 
receipt covering goods in storage. 

(2) " If the aggregate of obligations of the borrower redis- 
counted and offered for rediscount at the federal reserve bank 
is less than a sum equal to 10% of the paid-in capital of the 
member bank and does not exceed $5,000." . 



Single 
name 
paper 
included 



Drafts, 
biUs of 
exchange 
and trade 
acceptances 



It is thus seen that single-name paper, so common in 
American bank portfolios, is provided for in the regula- 
tions concerning rediscounting, but its use is hedged about 
with restrictions in order to safeguard from the abuses 
that have often characterized it in the past such proportion 
of it as gets into federal reserve banks under these regula- 
tions. 

A draft or biU of exchange is defined as "an uncondi- 
tional order in writing, addressed by one person to an- 
other, other than a banker (see "Bankers' Acceptances," 
below) signed by the person giving it, requiring the person 
to whom it is addressed to pay, in the United States, at 
a fixed or determinable future time, a sum certain in 
dollars to the order of a specified person; and a trade 
acceptance is defined as a draft or bill of exchange drawn 
by the seller on the purchaser of goods sold and accepted 
by such purchaser." The determination of the eligibility 
of paper of this class is put squarely up to the reserve 
banks themselves unless the paper "presents prima facie 
evidence thereof or bears a stamp or certificate affixed by 
the acceptor or drawer showing that it is a trade accept- 
ance." 
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Six months' agricultural paper is defined as a note, Six 
draft, bill of exchange, or trade acceptance issued agricul- 
for agricultural purposes or based on live stock, that tural 
is, paper of these classes "the proceeds of which have P^P^' 
been used, or are to be used, for agricultural purposes, 
including the breeding, raising, fattening, or marketing 
of live stock, and which has a maturity at the time of 
discount of not more than six months, exclusive of days of 
grace." To be eligible for rediscount six months' agri- 
cultural paper, whether a note, draft, bill of exchange, or 
trade acceptance, must comply with the eligibility regula- 
tions governing these types of paper. 

Commodity paper is defined as a "note, draft, bill of Commodity- 
exchange, or trade acceptance accompanied and secured P^P^"^ 
by shipping documents or by a warehouse, terminal, or 
other similar receipt covering approved and readily mar- 
ketable, non-perishable staples properly insured." In pro- 
viding tests for the eligibility of this paper the Board 
prescribed compliance with the eligibility regulations gov- 
erning those classes of paper to which the commodity paper 
might belong. The Board prescribed also conformity to 
the requirements of the federal reserve bank relating to 
shipping documents, receipts, insurance, etc. But further 
than this, in view of the special rates of rediscount author- 
ized for this class of paper, the Board provided that the 
rate of discount or interest, including commission charged 
the maker of the paper, should not exceed 6<^ per annum. 

A banker's acceptance is defined "as a draft or bill of Bankers' 
exchange of which the acceptor is a bank or trust company, 
or a firm, person, company, or corporation engaged in the 
business of granting bankers' acceptance credits." The 
Board's regulation further provides that "to be eligible 
for rediscount the bill must have been drawn under a 
credit opened for the purpose of conducting, or settling 
accounts resulting from, a transaction or transactions in- 
volving (1) the shipment of goods between the United 
States and any foreign country, or between the United 
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Open 

market 

operations 



General 
character 
of eligible 
bills and 
acceptances 



States and any of its dependencies or insular possessions, 
or between foreign countries, or (2) the domestic shipment 
of goods, provided shipping documents are attached at the 
time of acceptance ; or it must be a bill which is secured at 
the time of acceptance, by a warehouse receipt or other such 
document conveying or securing title covering readily 
marketable staples. ' ' The regulation also permits a federal 
reserve bank to "acquire drafts or bills drawn by a bank 
or a banker in a foreign country or dependency or insular 
possession of the United States for the purpose of furnish- 
ing dollar exchange and accepted by a member bank in 
accordance with the provisions of the special regulations 
dealing with this subject. ' ' Dollar-exchange drafts or biUs 
may be "acquired before acceptance provided they have 
the indorsement of a member bank." The determination 
of satisfactory evidence of eligibility is left to the reserve 
bank itself. 

Regulation B, Series of 1917, deals with open-market 
operations of the reserve banks. Here, too, the Board, 
after summarizing the statutory provisions, has one section 
dealing with the general character of eligible bills and 
acceptances followed by special sections dealing respec- 
tively with bills of exchange and trade acceptances, and 
with bankers' acceptances. 

In determining the general character of paper eligible 
for open-market purchases the Board laid down the fol- 
lowing rules : Such paper 

(a) " Must not have been issued for carrying or trading in 
stocks, bonds, or other investment securities, except bonds and 
notes of the government of the United States. 

(&) " Must not be a bill the proceeds of Which have been used 
or are to be used for permanent or fixed investments of any 
kind, such as land, buUdings, or machinery, or for investments 
of a merely speculative character. 

(c) "Must have been accepted by the drawee prior to pur- 
chase by a federal reserve bank unless it is accompanied and 
secured by shipping documents or by a warehouse, terminal, or 
other similar receipt conveying or securing title. 
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(d) "May be secured by the pledge of goods or collateral, 
provided it is otherwise eligible." 

In addition to these general requirements, however, there 
are special provisions concerning the two classes of paper 
dealt with in the regulation. 

The definition of bills of exchange and of trade accept- Bills of 
anees in this regulation is the same as in, Eegulation A. and trade 
The basis and the test of eligibility is also the same, ex- acceptance: 
cepting that in open-market purchases "unless indorsed 
by a member bank, a bill is not eligible for purchase until 
a satisfactory statement has been furnished of the financial 
condition of one or more of the parties thereto." 

The definition of bankers acceptances in Eegulation B Bankers' 
is also the same as that in Eegulation A, and there is little ^<='=spt*"cei 
difference in the determination of eligibility. In the case 
of bills drawn abroad, however, for the purpose of creating 
dollar exchange, the Board first determines whether in the 
place where the bill is drawn the usages of trade require 
the drawing of bills of this character. In determining 
eligibility the reserve banks are in this regulation also left 
to their own devices, except that it is provided that bills 
accepted by national banks need no special evidence. 
"When, however, a reserve bank purchases acceptances not 
indorsed by member banks, the acceptor must furnish "a 
satisfactory statement of financial condition in a form to 
be approved by the Federal Eeserve Board" and must 
agree "in writing with a federal reserve bank to inform 
it upon request concerning the transactions underlying 
such acceptances." 

The amendment to the Eeserve Act that provided for the Member 
extension to member banks of loans based on the promissory cgJateral 
notes of the member banks secured by paper eligible for loans 
discount or purchase by the reserve banks was so worded 
that no further regulation was required by the Eeserve 
Board except the approval of rates for such loans. Men- 
tion is made of it here because of its obvious importance 
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to mobility of credit. Immediately after the approval of 
the amendment the Board sent out a letter to the reserve 
banks suggesting the establishment of fifteen-day rates for 
this class of loans. 



VI. Development op Commercial Paper Official 
Rates 

Fixing The Reserve Act gives to the Reserve Board the power 

to review and to determine the "rates of discount to be 
charged by the federal reserve bank for each class of 
paper." In the exercise of this authority the Board pro- 
ceeded in the manner indicated in the following quotation 
taken from its first report : 

In response to a telegraphic iaquiry, each bank submitted 
its views with respect to the rate of discount thought to be 
advisable for its district. Upon tabulation and comparison of 
these results it was found that they did not vary greatly, the 
rates ranging from 5% to 7% for ninety-day paper. A study 
of the existing state of affairs satisfied the Board that at the 
start and until the banks could get a firm footing it should act 
with prudence and conservatism, and it was consequently voted 
to fix the rates of discount at from 5^/^% to 61/^%. The rates 
thus initially established were subsequently lowered from time 
to time upon application by the respective banks. . . . 

Rates During the short period from November 16 to December 

in 1914 

31, 1914, there was a noticeable decline in the rates. Ma- 
turities of 30 days and less dropped from 5y2^ and 6^ to 
4%^ and 5^; maturities 30 to 60 days declined from 6^ 
and 6%^ to 5^ and 5%<^ ; 60 to 90 day paper moved from 
6<^ and 6%<^ to 5%^ and 6^. Agricultural paper settled 
to a 6^ basis, although in some districts 6%<^ had been 
charged. 

Trend During 1915 the general development can also be most 

1915"^ clearly set forth by quoting from the Board's second 

annual report (p. 5) : 
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The Board has endeavored during the past year to develop 
a consistent discount policy graduating its rates according to 
the maturity and character of paper discounted or purchased in 
the open market. Beginning at the opening of the system with 
a comparatively high rate for ordinary commercial paper and 
■with more or less variation between the different districts, the 
reserve banks have during the year steadily reduced the general 
level of discount rates and have worked rapidly and effectively 
toward uniformity for the entire country. It may not be prac- 
ticable to maintain uniform rates throughout the twelve districts, 
but they should unquestionably bear a consistent relation ona 
to another, while a very much greater adherence to uniformity 
than before the enactment of the Federal Reserve Act will 
undoubtedly be secured. 

For the different classes of paper during 1915 the max- 
imum and minimum rates were as follows : 





10 day 


30 day 


60 day 


90 day 


Trade 
Accept. 
eOdaye 


Agri. 

Live 

Stock 


Commodity 


Maximum 
Minimum 


3 


5 

3V2 


51/2 

4 


6 

4 


4 
3 


6 

41/2 


31/2 

3 



These rates were not, of course, uniform throughout the 
whole system. The variation as between the districts was, 
however, not large. 

During the year 1916 the Board sums up the discount Trend 
situation as follows (Annual Report, p. 5) : 19™^ 



Except for a stiffening toward the close of the year, resulting 
in an increase of rates in some districts by one-half of 1%, the^ 
discount rates prevailing at federal reserve banks have been 
nearly stationary. . . . There has been no occasion to establish 
new or special rates designed for the accommodation of particular 
industries or districts. . . . Not only the farmers but those 
engaged in all lines of business and industry, were during the 
year just closed unusually strong and independent from a 
financial standpoint; and partly because of this fact and partly 
by reason of the prevailing ease in the money market, the influ- 
ence of the federal reserve banks upon rates was indirect and 
potential rather than dominant. 
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Rates 
early 
in 1917 



The Board also pointed out that the official rates in Euro- 
pean centers were uniformly above the 4<^ rate at the New 
York Reserve Bank. The discount rates in effect May 31, 
1917, were as follows : 



Credit 

situation 

unusual^ 



Discrimi- 
nation in 
fajvor of 
special 
forms of 
paper 



Maximum among all re- 
serve banks 

Minimum among all re- 
serve banks 

Predominating rate . . . 



3 V o 






3 

3V2 



iV2 

4 
4 






41/2 

4 
41/2 



.£>£. 
jog" 



41/2 

5 



31/2 
W2 



3y2 



In considering the development of the discount rates 
under the Federal Reserve System down to the date of 
the above table several points must be borne in mind. 
The reduction of reserve requirements by the Reserve Act 
itself and the heavy importation of gold from abroad so 
eased the American credit situation that heavy surplus 
reserves accumulated. Furthermore, reserves even of the 
member banks were only incompletely centralized in the 
reserve banks while at the same time relatively few state 
banks had joined the system. Hence, except during the 
flurry in the call-money market toward the close of 1916, 
and during the "Liberty Bond" campaign in 1917, there 
had been comparatively little dependence on reserve banks 
by member banks, and, as the Board itself remarks in its 
report, the effect of the official rates was potential rather 
than dominant. To what extent the reserve banks will be 
able to dominate the credit situation further experience 
must determine. 

Another circumstance worthy of note in view of the con- 
troversy over single-name versus two-name paper is the 
discriminatory rate in favor of the trade acceptance. For 
all maturities the rates on this form of paper range below 
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the rates for corresponding classes of eligible single-name 
paper. The equally favorable treatment of satisfactory- 
commodity paper has already been of great benefit in the 
marketing of the staple crops. 



VII. Volume and Chabacteb of Papee Dealings 

The commercial paper discounted by the federal reserve Commerci 
banks from November, 1914, to June, 1917, has been gradu- P*P^^ 
ally increasing in volume, although it has represented a counted 
comparatively unimportant factor in the banking situation 
as a whole. The total amount of commercial paper dis- 
counted January-December, 1915, was $161,353,000. For 
the same period, 1916, the total was $207,870,500. 

Collateral loans to member banks were first provided for Collateral 
in September, 1916. During the remainder of the year the ^°^"* 
advances to member banks in this form totaled $39,026,050. 
Of this total, $29,892,400 was advanced during the month 
of December alone. 

Trade acceptances were discounted for the first time in Trade 
September, 1915. To the close of that year $1,958,800 in acceptana 
this form of paper came to the reserve portfolios. The total 
for 1916 was only $5,113,500. 

Commodity paper was also discounted for the first time Commodit 
in September, 1915. Up to the end of that year $10,315,100 P^P^' 
of this form of paper had been acquired through discount- 
ing operations. During 1916 the total reached $16,813,500. 

The open-market purchases of commercial paper by the Op^jJ 
reserve banks have been confined to trade and bankers' purchases 
acceptances. In the field of bankers' acceptances the great '""" 

increase in American foreign trade and the substitution 
of the "dollar" for the "pound sterling" in financing this 
and other trade brought especially notable results. A 
complete analysis of the weekly development of the open- 
market purchases of acceptances by the reserve banks is 
given monthly in the Federal Reserve Bulletin. The pur- 
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Bankers' 
acceptances 



Trade 
acceptances 



chases of bankers' acceptances by the reserve banks shows 
a steady increase. During 1915 the reserve banks bought 
$61,924,000 of this class of paper. During 1916 the pur- 
chases leaped to $369,582,700. On February 19, 1917, the 
reserve banks reported a holding of $123,679,000 in bankers' 
acceptances purchased in the open market. The acceptors 
of these bills were member banks, state banks, trust com- 
panies, and private banks. While the majority of the 
acceptances are by member banks the trust companies 
come second and private bankers third. On January 1, 
1917, for example, out of a total of 121,154 bills, 66,803 
had been accepted by member banks, 34,625 by trust com- 
panies, 18,224 by private bankers, and 1,502 by state 
banks. 

Purchases of trade acceptances in the open market were 
reported for the first time in February, 1916. The original 
purchases reported ran under a half-million dollars, but 
there has been a steady increase since that time. During 
1915 the purchases totaled $2,921,000, but they increased 
during 1916 to $16,333,300. At the end of May, 1917, the 
trade acceptances held by the reserve banks amounted to 
more than $5,000,000. 



VIII. Distribution of Discounts and Paper Purchases 



The facilities provided by the Efiserve System in con- 
nection with commercial paper have not been uniformly 
utilized in the several reserve districts. The following 
table shows the distribution among the reserve districts of 
the percentages of the different forms of paper redis- 
counted or purchased in the open market for the period 
indicated. In the last column there is shown also the num- 
ber of member banks in each district which have availed 
themselves of the rediscount privileges : 
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A glance at this table discloses that banks in the South 
and West have utilized the facilities of the Keserve System 
more than the banks in the East. Yet in foreign operations 
represented by acceptances the Boston, New York, and 
Philadelphia reserve banks have done the bulk of the 
business. In the main, borrowing by member banks them- 
selves is still from each other. This is indicated in the 
following table compiled from the December 27, 1916, 
"statement of condition" issued by the Comptroller of 
the Currency : 

(All Member Banks) 





District 
Number 


Number 
BaDkB 


Bills payable 
with other than 
Heserve Banks 

(Thoneands) 


Bills payable 
with Heserve 

Banks 
(Thoneands) 


Boston 

New York 

Philadelphia 

Cleveland 

Richmond 

Atlanta 

Chicago 


1 

2 

3 

4 

5 

6 

7 

8 

9 

10 

11 

12 


398 
622 

631 
753 
519 
383 
991 
468 
764 
943 
619 
523 


$ 4,243 
4,446 
1,256 
2,554 
4,879 
2,572 
2,319 

868 
1,223 
1,003 
1,035 

716 


$ 610 

94 

3,503 

557 

760 

1,580 

645 


Minneapolis 

Kansas City 

Dallas 


334 
40 


San Francisco 


10 


Total 


7,614 


$27,114 


$8,133 



IX. The Organization of Domestic Cleaeings 

The division of the country into twelve reserve districts 
with individual reserve banks obviously suggests two main 
classes of domestic clearings, namely, those within the sev- 
eral districts and those between the districts. The Reserve 
Act itself, in providing that reserve banks might be re- 
quired to act as clearing houses for their member banks, 
and that the Reserve Board might act as a clearing house 
for the reserve banks or might designate one of the reserve 
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banks for this purpose, clearly foreshadowed the develop- 
ment of clearings between the reserve banks themselves as 
well as intra- and interdistrict clearings between member 
banks. As might be expected, interdistrict clearings in- 
volving the reserve banks themselves were first provided. 

X. Reserve Bank Clearings 

The subject of clearing among the reserve banks was Gold 
first taken up by the Board in April, 1915. On May 8 fund""^" 
of that year the Board ^ issued a circular and regulation 
providing for the establishment of the gold settlement fund. 
By May 24 each reserve bank was required to forward to 
the United States Treasury or to a subtreasury, in gold 
or gold certificates, $1,000,000 plus its total net indebted- 
ness to all the other federal reserve banks. The United 
States treasurer issued to the Eeserve Board "gold order 
certificates" for the amounts so forwarded, and these cer- 
tificates in the hands of the Board made up the "gold 
settlement fund." Each reserve bank was required to 
maintain in the gold settlement fund a balance of at least 
$1,000,000. 

The process of clearing through this fund was provided Process of 
for as follows: Bach reserve bank keeps "accounts due to" *^ ^^""8 
and "accounts due from" other reserve banks growing 
out of items received or sent; On each Wednesday night 
the reserve banks telegraph to the Board (confirmation 
being sent by mail) the amounts in even thousands due to 
the several other reserve banks. On Thursday the proper 
entries are made by the Board's "settling agent," and 
the several credits, as well as the net debit or credit bal- 
ances, are telegraphed to the banks. On receipt of the 
telegram each reserve bank makes the proper debit and 
credit entries and the difference between them equals the 
net debit or credit to the gold settlement fund as advised 
in the telegram. Deficits must be made good in gold, gold 

' Regulation L, ISeries 1915. See 1915 Report of Reserve Board, 
p. 77, 
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certificates, or gold order certificates, or by credit opera- 
tions eifected by the debtor bank with other reserve banks 
having a balance with the gold settlement fund. Any re- 
duction in the required balance of $1,000,000 must.be made 
good on or before Tuesday of the week following the clear- 
ings from which the deficit results. Excessive balances 
may be drawn down through the treasury or subtreasuries, 
although the balances in the gold settlement fund may be 
included in lawful reserves. The expense of handling the 
business through the fund is apportioned among the twelve 
reserve banks. 

The gold settlement fund was a success from the outset. 
To ascertain the amount which each bank should deposit 
a preliminary settlement was made May 20, 1915. The 
amount required was about $18,000,000. Thereafter the 
weekly clearings grew in volume and rose to a record of 
$412,103,000 May 17, 1917. During^l915 the total clearings 
equaled $1,052,649,000 with a net change in the ownership 
of gold of 8.14^. During 1916 the total clearings equaled 
$5,533,966,000 with a net change in gold ownership of 
4.0453^. The Reserve Board in its 1915 report (p. 79) 
says that "a noteworthy feature in the operation of the 
fund has been the avoidance of the necessity for shipment 
of funds between federal reserve banks. " It also adds that 
"at only one subtreasury have the withdrawals exceeded 
the deposits, and as the fiscal operations of the Treasury 
Department had concentrated a surplus of cash at that 
point, no shipment was necessary to meet this excess of 
withdrawals. ' ' 

In addition to the clearing operations carried on through 
it, the gold settlement fund has been employed for other 
purposes. Transfers are frequently made from one district 
to another through the gold settlement fund by simple book- 
keeping entries. The June, 1917, Federal Reserve Bulletin 
states that the heavy gold imports ultimately destined for 
the industrial centers were transferred from New York 
through the gold settlement fund. The federal reserve 
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bank of New York would deposit gold in the New York 
subtreasury. Credit would be given in the gold settlement 
fund and transfers to the other banks would then be made. 
Some of the southern banks also made transfers through 
the gold settlement fund to the treasury and had fractional 
currency shipped from the nearest subtreasuries. 

Similarly in September, 1915, through the adoption of Reserve 
a special resolution the Board directed that an account be account 
opened by the settling agent of the gold settlement fund 
for each federal reserve agent. The settling agent receives 
from the reserve agents, or from the federal reserve banks 
on account of such agents, deposits of gold certificates to 
be held subject to the order of such agents. In this way 
a reserve bank can obtain funds from its reserve agent 
by making transfers from the gold settlement fund. Dur- 
ing 1915 the reserve banks made transfers of gold to their 
reserve agents through the fund amounting to $52,460,000 
net. During 1916 the amount so transferred was 
$73,040,000.1 

XI. Member Bank Clearings and Collections 

Owing to the system of collections and exchange that had pifScultles 
grown up under a banking system based on scattered ^njirfng 
reserves the introduction of a new organization of clear- clearings 
ings was attended by numerous difSculties. These diffi- 
culties, the Board pointed out in its 1915 report, were both 
technical and legal. The technical difficulties grew mainly 
out of the objection of bankers to the withdrawal of their 
customary exchange charges. The Board ^ recognized the 
fact that the clearing problem is essentially a reserve 
problem, hence as the Eeserve Act "had granted a period 
of three years within which to effect the final transfer of 
reserves to federal reserve banks (balances with cor- 
respondents counting as reserves in the meantime)," the 
Board granted that "there was a certain ground for objec- 

1 1916 Report of Reserve Board, p. 110. ' lUd., p. 15. 
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tion to the immediate introduction of complete clearance at 
federal reserve banks." The Board also recognized that 
as long as most of the state banks remain outside the 
system "it may be necessary for some member banks to 
collect and clear through their correspondents in reserve 
cities." The Board states that "so complex was the situa- 
tion and so serious the difficulty involved in the com- 
pulsory application of any system, however carefully con- 
ceived, that a voluntary rather than a compulsory system 
was decided upon." 

Two of the reserve banks had instituted compulsory 
intra-district clearings systems before the Board promul- 
gated its voluntary plan. Early in December, 1914, the 
St. Louis and the Kansas City reserve banks had started 
compulsory clearances. The St. Louis bank later made its 
system voluntary and fully 80^ of the banks remained. 
In June, 1915, however, the voluntary system was generally 
introduced. 

On March 4, 1915, the Eeserve Board announced its 
determination to introduce a voluntary plan for clearances 
at all federal reserve banks where a clearing plan was not 
already in operation. The Board did not attempt to pre- 
scribe details but left the matter to the federal reserve 
banks. Substantially similar circulars were sent out by 
the reserve banks to their several member banks. The 
circulars announced a voluntary plan covering at first 
simply checks and drafts within each district. There was, 
however, no intention to supersede the local clearing 
houses. 

The rules provided that each bank joining the system 
authorized its reserve bank to charge immediately on re- 
ceipt, against its account, subject to pajonent by such bank 
at its banking house, checks and drafts drawn upon it and 
payable on presentation, deposited by other banks of the 
system. Each bank undertook to provide the funds above 
required reserves that might be necessary for this pur- 
pose. The reserve bank was to mail at the close of each day 
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the items received, and the member banks were to advise 
the reserve banks the day of receipt and of credit for such 
items. Unpaid items were to be returned for credit. The 
reserve banks were to be authorized to send items direct 
to the banks on which they were drawn, or, at their dis- 
cretion, for collection to other banks. Banks might with- 
draw from the clearing system on 30 days' notice. Lists 
of members of the system were to be published from time 
to time. No exchange charge was to be made or paid by 
the reserve banks because the system was regarded as 
reciprocal and of mutual benefit. 

The banks did not, however, take enthusiastically to System not 
the plan. About 1,300 banks were included in the St. s'l™^^^*"^ 
Louis and the Kansas City districts. About 1,150 banks 
in other districts joined the system. To quote from the 
Board's 1915 report (p. 16) : 

This is considerably less than 25% of the institutions eligible 
for membership, and the proportion has been so small as to 
prove a severe disappointment to those who had confidently 
expected that the foresight and enlightened self-interest of the 
member banks would speedily accomplish the desired result. . . . 
This slowness is largely due to the failure of jobbers and mer- 
chants to appreciate the advantages of the clearance system and 
to enlarge its membership by insisting; that their own banks join 
and cooperate in the plan. 

The Board then went on to say that the subject had been 
reopened. It stated that it was the "plain conception" 
of the Reserve Act "that the reserve banks should, to a 
very large extent, if not entirely, perform the work" being 
done by correspondent banks. "This means that the re- ■ 
serve balances to be carried in the future by the reserve 
banks instead of by the correspondent banks should serve 
as the basis for a system of clearing and collecting the 
exchanges of the country." The Board promised that 
"whatever can be done to bring about the prompt and 
effective use of this new system of bank settlement will 
be done." 
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A few months later, namely, on May 1, 1916, the Board 
issued a circular announcing its country-wide clearing 
system. The salient points of this circular can be best 
given by quoting from the press statement prepared by the 
Board and reproduced in the May, 1916, Bulletin (p. 260). 

(1) The federal reserve banks will accept at par all cheeks 
from member banks, whether drawn against other member banks, 
non-member banks, or private banks. An exception is made at 
the outset in the case of checks drawn against non-member banks 
which cannot be collected at par. 

(2) All cheeks thus received from member banks will be 
given immediate credit entry, although amounts thus credited 
will not be counted as reserves nor become available until 
collected. 

(3) In order to enable member banks to know how soon cheeks 
sent in for collection will be available either as reserves or for 
payment of cheeks drawn against them, time schedules, giving 
the minimum time for collection, will be furnished by each 
federal reserve bank to its member banks. 

(4) The actual cost, without profit, of the clearing and 
collection of checks will be paid by the federal reserve banks 
and assessed against the member banks in proportion to their 
sendings. 

(5) The whole plan is based on generally accepted principles 
under which clearing and collection plans have long been operated. 
A federal reserve bank will not debit member bank's reserve 
account with items forwarded to it for collection until the remit- 
tance of the member bank, in payment of such items, shall have 
had time to reach the federal reserve bank. 

This "country-wide" clearing and collection plan was 
to go into operation on June 15, but on May 22, owing 
to protests by the banks, the Board voted to defer the 
opening date until July 15. The Board carefully pointed 
out that the use of the clearing system was not compulsory 
for any bank, but it was also careful to mention that every 
bank must maintain the statutory reserves and must pay 
without deduction checks drawn upon itself and pre- 
sented at its own counters for payment. Moreover, re- 
mittance by the reserve bank through the mail is regarded 
as such presentation and the member bank must settle by 



OPERATION OF RESERVE SYSTEM 293 

acceptable checks on other banks or by remittance of lawful 
money or federal reserve notes at the expense of the federal 
reserve bank. Provision is also made for the acceptance 
for credit and collection by the reserve banks of checks 
on non-member institutions that pay their cheeks at par. 
This does not mean gratuitous collection. The plan pro- 
vides for a small service charge against the banks that 
send in items for collection. 

The results of the working of this plan can be best set Practical 
forth in the words of the Reserve Board itself: ^^^^^^ 

It was estimated by the Board that as soon as the new 
clearing system could be put into operation checks upon about 
15,000 national banks, state banks, and trust companies through- 
out the United States would be collected by the federal reserve 
banks at par, subject to the small service charge above referred 
to. As any bank will be likely to lose desirable business when 
checks drawn upon it are at a discount, while checks drawn upon 
a nearby competitor circulate at par, it is believed that in the 
near future checks upon all banks in the United States can be 
collected at par by federal reserve banks. Many banks have 
found it necessary hitherto to maintain balances with a number 
of correspondents for exchange purposes, thus compelling them 
to keep an undue proportion of their funds away from home. 
Under the new plan the number of banks upon which par 
collections are being made was, on December 15, over 15,000. In 
other respects also the plan is working as anticipated. The total 
daily clearance at all federal reserve banks now aggregate over 
$125,000,000." 

Thus a country-wide clearing and collection system may Local 
be said to have been successfully begun. The Board laid inpractic^e 
down the general outline of the plan and left the reserve 
banks to fill in the details. Individual methods and prac- 
tices are, of course, permitted, and hence there are varia- 
tions in detail. Thus it may be mentioned that, antici- 
pating dealings in exchange on federal reserve cities, the 
St. Louis bank offered to quote rates for buying and selling 
such exchange. The Dallas bank handles its clearing and 
collection system in clearing house form, each bank being 

1 1916 Report, p. 10. 
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charged or credited each day, not for the total amounts, 
biit for net differences. A settlement slip is sent to each 
debtor bank which will authorize the reserve bank to 
charge its account for the amount due. Most interesting 
of all, however, was the taking over on July 15, 1916, by 
the Boston Beserve Bank of the management and operation 
of the Boston Clearing House. The reserve bank takes 
over all the country collections, but the clearing house 
association preserves its status as a voluntary organization, 
maintaining supervision over its own members, conducting 
its daily clearings, etc. The reserve bank furnishes the 
equipment, etc., while the officers and clerks of the clearing 
house are employees of the reserve bank. When, however, 
the clearing balances are once established, all settlements 
are effected through the reserve bank — as has been the 
practice in Boston since the reserve bank opened. 
Cost and The service charge is 1.5 cents per item at eight of the 

transactions reserve banks. Those having a different charge and their 
respective charges are as follows: Boston, 0.9 cents; New 
York, 1.00 cent ; Richmond, 1.25 cents ; and San Francisco, 
2.0 cents. The total number of items handled at the dif- 
ferent banks and the amounts involved, during the period 
July 15-December 31, 1916, were as follows : ' 

Items Handled Total Amonnts Handled 

Boston 4,847,745* $1,002,784,224 

New York 4,908,674 3,025,978,000 

Philadelphia 3,506,676 1,837,524,767 

Cleveland 1,996,122 957,386,775 

Richmond 2,020,065 891,077,800 

Atlanta 1,602,095 494,368,004 

Chicago 2,586,871 « 1,599,624,220 

St. Louis 2,234,060 1,008,756,505 

Minneapolis 1,529,407 329,826,404 

Kansas City 1,562,860 845,154,257 

Dallas 1,495,626 378,491,987 

San Francisco 594,475 167,287,612 

Total 28,884,676 $12,538,260,555 

1 1916 Report of Federal Reserve Board, p. 11. 
' Does not include Government checks. 
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XII. Foreign Operations 

The progress made in this field, in the various directions 
contemplated in the Federal Reserve Act, may be discussed 
under the following heads : member bank branches, reserve 
bank foreign operations, acceptances and dollar exchange, 
and gold movements. 

At this writing ^ several member banks have opened Member 
foreign branches. The National City Bank of New York branches 
City has, with the consent of the Reserve Board, established 
branches in the following places : Buenos Aires, Argentina ; 
Habana, Cuba; Rio de Janeiro, Brazil; Valparaiso, Chile; 
Genoa, Italy; Petrogard, Russia. Moreover, subbranches 
have been established in connection with each of these main 
branches. The Commercial National Bank of Washington, 
D. C, has established branches at Panama City, Panama, 
and at Cristobal in the Canal Zone. 

The foreign operations of the reserve banks, provided Reserve 
for in the act, have to do with the establishment of foreign fo "e^™ 
agencies, etc., and the dealing in foreign bills and in operations 
bullion. Very little in this connection has, however, yet 
been accomplished. In the words of the Reserve Board : 



While much has been done to facilitate the financing of 
foreign trade through the development of the acceptance market 
and by the establishment abroad of American banks and branches, 
the provisions of the act which permit the establishment of 
foreign agencies or branches of federal reserve banks have not 
as yet been availed of, nor have the banks as yet undertaken 
the direct purchase of foreign commercial bUls, or the perform- 
ance of other functions relating to foreign transactions author- 
ized in the law. This delay has been due partly to the disturbed 
condition of business in markets abroad and partly to the belief 
that a sound and thorough application of the law in its domestic 
aspects should precede the undertaking of foreign operations 
allowed by the act. The Board has, however, had under consid- 
eration for some time the advisability of authorizing federal 
reserve "banks to appoint correspondents, and to establish agencies 
in foreign countries, and on December 20 formally approved the 

1 March, 1917. 
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application of the Federal Reserve Bank of New York for 
authority to establish an agency with the Bank of England. 
... If the authority granted by the Board in this case shall 
result in the establishiaaent of the agency, it will be so arranged 
that the other federal reserve banks will be enabled to participate 
in the agency relationship on the same terms and conditions. 

It is probable that other connections of this character will 
be authorized from time to time as occasion requires, thus en- 
abling the federal reserve banks, while assisting the development 
of our international trade, to provide for themselves, by holding 
a substantial amount of foreign paper, an effective means of 
absorbing any shock due to sudden withdrawals of 'igold for 
export. There seems to be no reason why the federal reserve 
banks should not be placed upon the same footing in this respect 
as the great reserve banks of Europe and given wide powers 
in the matter of international exchange, with the Federal Re- 
serve Board acting as the central controlling force in the co- 
ordination and direction of operations. 

On February 28, 1917, the Board announced that an 
agency similar to that established by the New York Ee- 
serve Bank at the Bank of England had also been author- 
ized for the same reserve bank at the Bank of France. In 
like manner the San Francisco Keserve Bank has estab- 
lished an agency with the Philippine National Bank. 



Develop- 
ment of the 
bankers' 
acceptance 



XIII. Acceptances and Dollar Exchange 

The development of the bankers' acceptance in connec- 
tion with our foreign trade has already been discussed. 
Concerning this development the Reserve Board says in 
its 1916 report:^ 



The Board notes with great satisfaction the progress made 
during the past year in developing a market for American 
bankers' acceptances, which now enjoy the standing to which 
they are entitled in most of the world's financial centers. Amer- 
ican banking facilities are now being used in Europe, South and 
Central America, and Asia. The number of banks, trust com- 
panies, and private bankers engaging in this business has 
increased materially and the advantages of American bankers' 

iPage 4. 
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acceptances, payable in dollars, are now better understood both 
at home and abroad. A very satisfactory beginning has thus 
been made, but it should be borne in mind that it is only a 
beginning, though a promising one, and that the scope of this . 
new function of American banking must be greatly extended 
before it will be commensurate with the country's financial 
resources. 

The amendment to the Reserve Act adopted September 7, DoUar 
1916, authorized the member banks, with certain restrie- ^^'^^^"Se 
tions and under regulations prescribed by the Reserve Long bills 
Board, to accept 90-day drafts and bills for the purpose 
of supplying dollar exchange where the usages of trade 
required it. The Board authorized the drawing of such 
bills in Porto Rico, Santo Domingo, Costa Rica, Peru, 
Chile, Brazil, Venezuela, Argentina, and Bolivia.^ Some 
applications relating to other countries were denied. The 
Board's position is that the purpose of the act is to provide 
this type of dollar exchange in countries where the check is 
not the current means of remittance in payment of foreign 
debts, but where the three months' bankers* draft is used 
for the purpose. The custom of selling such drafts origi- 
nated in countries where the mail collections were irregular, 
where the foreign exchange market was a limited one, and 
hence where it would be difficult for the drawing banker to 
be certain that he could find a cover for the checks drawn 
by him in time to forward such cover in the same mail 
with the check. If he drew a three months' draft ample 
opportunity would be afforded to cover. The Board held 
that such conditions did not exist in England, France, or 
Germany, and hence refused to grant permission for the 
acceptance of long bills, of the kind referred to, drawn in 
those countries.^ Concerning the possibilities of this kind 
of paper the Board stated in the December, 1916, Federal 
Reserve Bulletin: ^ 

The time has so far been too short to ascertain what the 
development of the acceptance business thus indicated wUl be. 

> Federal Reserve Bulletin, December, 1916, p. 665. 
2 Page 666. 
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Purchases of paper growing out of such operations at federal 
reserve banks have naturally been small in the aggregate, but 
some of the banks have now considerable individual holdings. 
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XIV. Gold Movements 

Since the establishment of the Federal Reserve System 
the position of the United States as a member of the world 
economic family has been completely reversed. At the 
outbreak of the European war we were a debtor nation. 
It was estimated that Europeans held about $6,000,000,000 
worth of American securities and that there was in addi- 
tion a floating debt of about half a billion. Before the end 
of 1916 we had become a creditor nation. 

Rumors of war before the outbreak of hostilities caused 
a considerable liquidation of American securities by foreign 
investors. The war itself naturally gave tremendous im- 
petus to further liquidation. The closing of the London 
Stock Exchange threw the whole burden on the New York 
market, and from July 27 to the closing of the New York 
Exchange on the 30th, over 3,000,000 shares of stock were 
sold, mostly on European account. 

This threw a tremendous strain on the foreign exchange 
market. In the week July 20-27 demand sterling advanced 
130 points to 4.8825, and by July 27 the market was merely 
nominal, rates depending upon personal negotiation. Ex- 
change thereupon soared in an altogether unprecedented 
manner, cables advancing on August 1 to $7 and demand 
sterling to $6. Difficulties developed in connection with 
cables in code, with shipping, and with war-risk insurance, 
all of which further confounded the exchange situation. 
It was virtually impossible for a time to get remittances 
to stranded Americans on the other side, until finally the 
government took the unusual step of sending over gold 
on an American warship. 

Little by little the chaotic conditions were overcome. 
To meet the obligations of the City of New York maturing 
on the other side 127 New York banks subscribed to a 
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special $100,000,000 loan. The Bank of England author- 
ized the Canadian Minister of Finance to receive deposits 
in gold in trust on its account. Finally through the leader- 
ship of the Federal Eeserve Board, a representative com- 
mittee of bankers organized a $100,000,000 gold pool. The 
necessary funds were subscribed by banks all over the 
country, and gold was shipped to Canada to provide credits 
in sterling to cover maturing obligations in Europe and 
to stabilize the American rates. 

The rapid rise in exchange naturally stimulated gold Gold 
exports. Large sums were engaged for this purpose by ^''P'"'ts 
the big dealers. The sum of $10,700,000 shipped on the 
steamship Kronpriniessin Cecilie was said to be the largest 
amount ever sent on one vessel, The feverish exportation 
of gold was stimulated by the rapid rise in the English 
bank rate, which finally, on August 1 went to the unpre- 
cedented level of 10^. From the first of the year to the 
end of July $122,700,000 in gold, not including shipments 
to Canada, had been exported. Of this amount $41,850,000 
had gone out in one week. This loss of gold aroused such 
grave fears among the banking fraternity that a moral 
embargo was placed on further shipments. Engagements 
of gold for export subsequently made were either for the 
relief of stranded Americans or as a part of a general plan. 
The gold sent on the Kronprinzessin Cecilie was returned 
to New York when the ship, unable to reach Germany, 
turned about and took refuge at Bar Harbor. 

During 1915 recovery was rapid. The export of food Recovery 
Supplies, raw materials, manufactured articles, and muni- jgi""^ 
tions of war increased so rapidly that the supply of for- 
eign exchange, especially sterling, became relatively re- 
dundant. The excess of exports over imports during the 
year was $1,776,074,152.^ The financing of a large part 
of all the Entente Allies' purchases having been arranged 
through England, the burden of almost the whole export 

' Monthly Swnmary of Foreign Commerce of United States, De- 
cember, 1916, p. 4. 
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movement devolved upon sterling. At the same time that 
supply was expanding, demand tended to fall off, due to 
a marked cessation in the selling of American stocks by 
Europe, to the complete elimination of the normal tourists' 
demands, to a decline in imports, and to the partial substi- 
tution of the dollar for the pound sterling in international 
exchange transactions. The price of sterling exchange 
declined rapidly in the New "S^ork market, going as low 
as $4.50 for demand sterling in September. 

During 1916 the position of the United States continued 
to improve. Exports continued at unheard-of levels, yield- 
ing a "favorable balance" by the close of the year of 
$3,089,769,254. Instead of liquidating debts on the other 
side our bankers were making loans. According to the 
report of the Federal Reserve Board it was estimated that 
from the beginning of the war down to 1917 $2,250,000,000 
in American securities were repurchased from Europe, 
while during the same period about $2,000,000,000 of se- 
curities issued by foreign governments and corporations 
were absorbed by American financial institutions and 
investors.^ Private bank advances, the amounts of which 
are not published, were also made in large volume. 

As might be expected, gold movements during 1915 and 
1916 were toward rather than away from the United States. 
The practical suspension of gold payments and the em- 
bargo put on gold exports by the governments in the 
belligerent countries interfered with what would otherwise 
have been the normal flow. Gold was arbitrarily released 
by the Bank of England and by the Bank of France when 
it suited their own purposes. Nevertheless, while during 
1913 the United States had lost through net exports 
$28,093,778 in gold, and during 1914 the sum of $165,- 
228,415, the net imports during 1915 equaled $420,528,672 
and during 1916 $580,197,307.^ Total figures of imports 

' 1916 Report, pages 1 and 2. 

" Monthly Summary of Foreign Commerce of United States, De- 
cember, 1916, p. 4. 
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and exports of gold as given in the Federal Reserve Bul- 
letin (March, 1917, p. 153) are as follows: 

Excess of 
Imports Exports imports over 

exports 

Aug. 1 to Dee. 31, 1914. . $23,253,000 $104,972,000 $81,719,0001 

Jan. 1 to Dec. 31, 1915.. 451,955,000 31,426,000 420,529,000 

Jan. 1 to Dec. 31, 1916.. 685,745,000 155,793,000 529,952,000 

Jan. 1 to Feb. 16, 1917. . 112,467,000 30,057,000 82,410,000 



Total $1,273,420,000 $323,398,000 $951,172,000 

While the leadership of the Reserve Board was of impor- Prevention 
tance at the outbreak of the European war, the rapid ° '" ^ '°° 
improvement of the international credit position of the 
United States rendered unnecessary any concern about our 
gold reserves. A problem that was much more serious was 
the prevention of the wild inflation that the huge gold 
imports made possible. The Board has consistently en- 
deavored to get the new gold into the hands of the reserve 
banks where its use can be best supervised and controlled.^ 



XV. Examinations and Publicity 

The extensive examinations provided for by the Federal 
Reserve Act were aUuded to before.* In arranging for 
examinations, as in other matters, the Reserve Board largely 
followed the recommendations of the expert Preliminary 
Committee on Organization that had submitted an admira- 
ble report on the organization of the reserve banks. This 
committee was composed of H. Parker Willis, chairman, 
and of the following: Edmund D. Fisher, Andrew A. 
Benton, 0. Howard Wolfe, Joseph A. Broderick, Ralph 
Dawson, and Stephen H. Farnham. It had been provided 

' Excess of exports. 

" Since the entrance of the United States into the war, however, 
in the interest of our own needs, it has become necessary to prohibit 
gold exports except under the supervision of the Reserve Board, 
This has strengthened the Board's control. 

' See amte, p. 263. 
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for by the Eeserve Bank Organization Committee. Its 
report was confidential but it was in part reproduced in 
the first report of the Federal Reserve Board. 
Dmsionof Examinations under the supervision of the Reserve 
examination Board are handled by the Division of Audit and Examina- 
tion. The functions of this division were broadly outlined 
by the Board itself. First provision was made for the 
examination and audit of the reserve banks themselves. 
Then followed provisions for the examination of member 
banks. 

The provisions relating to the reserve banks cover not 
only the banks but also the federal reserve agents. While 
the law provides for examination of reserve banks at least 
once a year the Board decided upon two examinations 
per year "covering thorough examination of rediscounts, 
collateral loans, investments, and open market transactions, 
particular attention being paid to compliance with the pro- 
visions of the Federal Reserve Act and regulations pro- 
mulgated by the Federal Reserve Board. ' ' ^ Eligibility of 
paper accepted for rediscount must be tested and inquiries 
concerning the condition of member banks offering the 
paper must be instituted. The examiners must report to 
the Board concerning the competency of management, ade- 
quacy of record, etc., and the attention given by directors 
to the affairs of the bank. They must also call attention 
to ' ' any unsafe or unsound condition or any vicious tend- 
ency that might appear in any department of the bank." 
The Reserve Board asks each director of a federal reserve 
bank to read and initial the semi-annual report of exam- 
ination of his bank. The chairmen of the several boards 
of directors then advise the Reserve Board when "the 
report has been read by their directors and had their full 
consideration." For this purpose copies of the report of 
each examination are sent to the reserve banks. 

The records and accounts of the federal reserve agents 
are required to be examined quarterly and a complete 
» 1914 Report, p. 50. 
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report of each examination must be rendered to the Board. 
The examination covers "a verification of the money, fed- 
eral reserve notes, and collateral in the hands of the federal 
reserve agent." ^ 

With respect to the member banks two regular examina- Member 
tions each year are required to be made by examiners 
under the Comptroller of the Currency, excepting in so 
far as the Reserve Board accepts the examination of state 
institutions by state authorities. The law permits the Re- 
serve Board as well as the several reserve banks to make 
examinations of member banks. But as the Board itself 
recognized : 

If advantage is taken of the right to examine member banks 
by all of the authorities upon whom the power is conferred it 
will place member banks under continuous examination at a tre- 
mendous expense, cause duplication and confusion, and defeat 
the purpose which the law is intended to serve. 

Hence the Board takes the position that the regular 
examinations shall be those made by the national bank 
examiners. Examinations by the Board itself, or by reserve 
banks with the Board's approval, shall be special examina- 
tions made only when deemed necessary by the Board. To 
meet the legitimate requirements of the reserve banks 
copies of the reports of the regular examinations of mem- 
ber banks and such additional special information as is 
desired is submitted by the national bank examiners to 
the reserve banks. 

With respect to the state institutions that are members 
of the system the Board takes the position that "the 
intent of the law seems to be to accept the examination 
made by state authorities wherever it can be done without 
discrimination. ' ' Hence there is imposed upon the Division 
of Audit and Examination the duty of studying carefully 
the adequacy of state systems of examination to ascertain 
whether sUch systems attain a satisfactory standard. State 

'■hoc. cit. 
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authorities are requested to give information concerning 
each state institution that is a member of the reserve 
system. When special examinations of state member 
banks are necessary they are made wherever possible in 
connection with examinations by state authorities. 

The development of a system of credit bureaus is also 
put under the jurisdiction of the Division of Audit and 
Examination. Each federal reserve bank has its own credit 
bureau, but results of general interest are to be brought 
together so far as possible, in the central bureau. The 
credit bureaus collect and record data concerning member 
banks and the standing of all who discount paper at or 
borrow from member banks. 

Eeports of various kinds are made by the reserve banks 
to the Eeserve Board. Reports concerning rediscounts and 
loans are made daily. Other periodic reports deal with 
different aspects of the bank's business. The work of 
collating the reports and of preparing the statistical tables 
is intrusted to a Division of Reports and Statistics which 
necessarily cooperates with the Division of Audit and 
Examination. 

Before the passage of the Eeserve Act the national bank 
examiners were paid on a fee basis. Section 21 of the 
act put national bank examiners on a salary, and a charge 
was required "to be assessed by the Comptroller of the 
Currency upon the banks examined in proportion to assets 
or resources held by the banks upon the dates of examina- 
tion." In the March, 1916, Federal Reserve Bulletin 
(p. 122) a table of costs of examination under the old 
and under the new system is reproduced. For institutions 
in central reserve and in reserve cities, and with resources 
under $10,000,000, the cost is lower than before, but for 
the larger institutions the cost is greater than under the 
old system. It is uniformly higher for country banks. 
For institutions with resources of $50,000,000 or more the 
cost, in central reserve and in reserve cities was $710 and 
for the country banks was only $75, but under the new 
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system the cost is $1,024.50. Under the old system examina- 
tion costs ranged from $50.50 to $710 in central reserve 
cities and from $20 to $75 for country banks. Under the 
new system the ranges of cost are from $26 to $1,024.50 
for all institutions. In a statement in the Federal Reserve 
Bulletin (May, 1916, p. 213) the Keserve Board explains 
that gross inequalities existed under the old system. While 
in reserve and central reserve cities 38^ of the banks are 
now paying more than before, 62j^ are paying less. In the 
whole system only 32 banks had, at the time of the state- 
ment, resources in excess of $50,000,000, and 31 of these 
were in reserve and in central reserve cities. Moreover, 
under the old system the examiners paid all their expenses 
out of their fees, and there was, in consequence, a tempta- 
tion to speed up examinations. Reports of the examina- 
tions also were made only to the Comptroller, and bank 
directors had special examinations made of their institu- 
tions for their own benefit. As the examiners now receive 
stated salaries, they make more leisurely and more thorough 
examinations, and as copies of the reports are sent to the 
boards of directors concerned the Reserve Board believes 
that special ex;aminations will no longer be required. 

The "reports of condition" of all the national banks Publicity 
and of state institutions in the Federal Reserve System 
are regularly published- Five of such reports each year 
are made to the Comptroller. The Comptroller's published 
statements, however, do not deal with the individual banks, 
but represent abstracts covering the system as a whole. 
The individual reports are locally published. 

The statements of the reserve banks are published weekly 
by the Reserve Board. The items are given in detail for 
the individual reserve banks and the totals for the system 
as a whole are also clearly set forth. The Board prepares 
an explanatory statement showing the changes from week 
to week in the principal items of resources and liabilities. 
Copies of the statement are sent to newspapers all over 
the country and the widest publicity is thus obtained for 
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them. On special occasions the Board also prepares other 
statements for the press. 

In May, 1915, the Reserve Board began the publication 
of the Federal Reserve Bulletin. The Bulletin records 
monthly all the matters of interest bearing on the Reserve 
System. It recounts the activities of the various agencies 
connected with the system, gives the decisions of the Board 
and the important opinions of counsel, and supplies a satis- 
factory assortment of statistical material. The Federal 
Reserve Bulletin is indispensable to the student of our new 
banking system. 

While this summary description of the practical opera- 
tion of the Reserve System is of necessity incomplete, it 
warrants the conclusion that the system justifies most of 
the hopes placed in it. The most obvious need in the 
further development of the system is the bringing in of the 
state institutions. Their aloofness grows out of a narrow 
consideration of immediate self-interest without due regard 
for the importance of thoroughgoing reserve organization 
and control. If the state banks do not voluntarily come 
into the system compulsion must in time be brought to 
bear on them.^ Other needs of the system can undoubtedly 
be cared for without serious difficulty. The acceptance by 
Congress with little criticism of the amendments advocated 
by the Reserve Board shows that the necessary changes in 
the law itself can, under intelligent and disinterested 
leadership, be readily secured. Changes in practice, how- 
ever, and the development of sjnnpathetic understanding 
depend upon the slower process of education. 
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APPENDIX A 

FEDERAL RESERVE ACT 

Complete Official text of the Federal Reserve Act Approved 
December 23, 1913, with Amendments to June 21, 1917, inserted.^ 

(Public — No. 43 — 63d Congress) 
(H. R. 7837) 

An Act to provide for the establishment of Federal reserve hanks, 
to furnish an elastic currency, to afford means of rediscounting 
commercial paper, to establish a more effective supervision of bank- 
ing in the United States, and for other purposes. 

Be it enacted by the Senate and House of Representatives of 
the United States of America in Congress assembled, That the 
short title of this Act shall be the " Federal Reserve Act." 

Wherever the word " bank " is used in this Act, the word shall 
be held to include State bank, banking association, and trust 
company, except where national banks or Federal reserve banks 
are specifically referred to. 

The terms "national bank" and "national banking associa- 
tion" used in this Act shall be held to be synonymous and 
interchangeable. The term " member bank " shall be held to mean 
any national bank, State bank, or bank or trust company which 
has become a member of one of the reserve banks created by this 
Act. The term " board " shall be held to mean Federal Reserve 
Board ; the term " district " shall be held to mean Federal reserve 
district ; the term " reserve bank " shall be held to mean Federal 
reserve bank. 

Federal Kesehve Districts 

Sec. 2. As soon as practicable, the Secretary of the Treasury, 
the Secretary of Agriculture, and the Comptroller of the Cur- 
rency, acting as " The Reserve Bank Organization Committee," 
shall designate not less than eight nor more than twelve cities 

1 Obtained through courtesy of National Bank of Commerce, 
New York. 
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to be known as Federal reserve cities, and shall divide the con- 
tinental United States, excluding Alaska, into districts, each dis-' 
trict to contain only one of such Federal reserve cities. The 
determination of said organization committee shall not be subject 
to review except by the Federal Eeserve Board when organized: 
Provided, That the districts shall be apportioned with due regard 
to the convenience and customary course of business and shall 
not necessarily be coterminous with any State or States. The 
districts thus created may be readjusted and new districts .may 
from time to time be created by the Federal Reserve Board, not 
to exceed twelve in all. Such districts shall be known as Federal 
reserve districts and may be designated by number. A majority 
of the organization committee shall constitute a quorum with 
authority to act. 

Said organization committee shall be authorized to employ 
counsel and expert aid, to take testimony, to send for persons 
and papers, to administer oaths, and to make such investigation 
as may be deemed necessary by the said committee in determining 
the reserve districts and in designating the cities within such 
districts where such Federal reserve banks shall be severally 
located. The said committee shall supervise the organization 
in each of the cities designated of a Federal reserve bank, which 
shall include in its title the name of the city in which it is 
situated, as "Federal Reserve Bank of Chicago." 

Under regulations to be prescribed by the organization com- 
mittee, every national banking association in the United States 
is hereby required, and every eligible bank in the United States 
and every trust company within the District of Columbia, is 
hereby authorized to signify in writing, within sixty days after 
the passage of this Act, its acceptance of the terms and pro- 
visions hereof. When the organization committee shall have 
designated the cities in which Federal reserve banks are to be 
organized, and fixed the geographical limits of the Federal reserve 
districts, every national banking association within that district 
shall be required within thirty days after notice from the organ- 
ization committee, to subscribe to the capital stock of such 
Federal reserve bank in a sum equal to six per centum of the 
paid-up capital stock and surplus of such bank, one-sixth of 
the subscription to be payable on call of the organization com- 
mittee or of the Federal Reserve Board, one-sixth within three 
months and one-sixth within six months thereafter, and the 
remainder of the subscription, or any part thereof, shall be 
subject to call when deemed necessary by the Federal Reserve 
Board, said payments to be in gold or gold certificates. 
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The shareholders of every Federal reserve bank shall be held 
individually responsible, equally and ratably, and not one for 
another, for all contracts, debts, and engagements of such bank 
to the extent of the amount of their subscriptions to such stock 
at the par value thereof in addition to the amount subscribed, 
whether suchf subscriptions have bpen paid up in whole or in 
part, under the provisions of this Act. 

Any national bank failing to signify its acceptance of the 
terms of this Act within the sixty days aforesaid, shall cease 
to act as a reserve agent, upon thirty days' notice, to be given 
within the discretion of the said organization committee or of 
the Federal Reserve Board. 

Should any national banking association in the United States 
now organized fail within one year after the passage of this Act 
to become a member bank or fail to comply with any of the 
provisions of this Act applicable thereto, all of the rights, 
privileges, and franchises of such association granted to it under 
the national-bank Act, or under the provisions of this Act, shall 
be thereby forfeited. Any noncompliance with or violation of 
this Act shall, however, be determined and adjudged by any court 
of the United States of competent jurisdiction in a suit brought 
for that purpose in the district or territory in which such bank 
is located, under direction of the Federal Reserve Board, by the 
Comptroller of the Currency in his own name before the associa- 
tion shall be declared dissolved. In cases of such noncompliance 
or violation, other than the failure to become a member bank 
under the provisions of this Act, every director who participated 
in or assented to the same shall be held liable in his personal or 
individual capacity for all damages which said bank, its share- 
holders, or any other person shall have sustained in consequence 
of such violation. 

Such dissolution shall not take away or impair any remedy 
against such corporation, its stockholders or officers, for any 
liability or penalty which shall have been previously incurred. 

Should the subscriptions by banks to the stock of said Federal 
reserve banks or any one or more of them be, in the judgment 
of the organization committee, insufficient to provide the amount 
of capital required therefor, then and in that event the said 
organization committee may, under conditions and regulations to 
be prescribed by it, offer to public subscription at par such an 
amount of stock in. said Federal reserve banks, or any ,one or 
more of them, as said committee shall determine, subject to the 
same conditions as to payment and stock liability as provided 
for member banks. 
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No individual, copartnership, or corporation other than a 
member bank of its district shall be permitted to subscribe for 
or to hold at any time more than $25,000 par value of stock in 
any Federal reserve bank. Such stock shall be known as public 
stock and may be transferred on the books of the Federal reserve 
bank by the chairman of the -board of directors of such bank. 

Should the total subscriptions by banks and the public to the 
stock of said Federal reserve banks, or any one or more 
of them, be, in the judgment of the organization committee, 
insufficient to provide the amount of capital required therefor, 
then and in that event the said organization committee shall 
allot to the United States such an amount of said stock as said 
committee shall determine. Said United States stock shall be 
paid for at par out of any money in the Treasury not otherwise 
appropriated, and shall be held by the Secretary of the Treasury 
and disposed of for the benefit of the United States in such 
manner, at such times, and at such price, not less than par, as 
the Secretary of the Treasury shall determine. 

Stock not held by member banks shall not be entitled to voting 
power. 

The Federal Reserve Board is hereby empowered to adopt and 
promulgate rules and regulations governing the transfers of said 
stock. 

No Federal reserve bank shall commence business with a 
subscribed capital less than $4,000,000. The organization of 
reserve districts and Federal reserve cities shall not be construed 
as changing the present status of reserve cities and central 
reserve cities, except in so far as this Act changes the amount 
of reserves that may be carried with approved reserve agents 
located therein. The organization committee shall have power 
to appoint such assistants and incur such expenses in carrying 
out the provisions of this Act as it shall deem necessary, and 
such expenses shall be payable by the Treasurer of the United 
States upon voucher approved by the Secretary of the Treasury, 
and the sum of $100,000, or so much thereof as may be necessary, 
is hereby appropriated, out of any moneys in the Treasury not 
otherwise appropriated, for the payment of such expenses. 

Bkanch Offices 

"See. 5.' The Federal Reserve Board may permit or require 
any Federal reserve bank to establish branch banks within the 
Federal reserve district in which it is located or within the district 
of any Federal reserve bank which may have been suspended. 

' As amended June 21, 1917. 
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Siich branches, subject to such rules and regidations as the Fed- 
eral Reserve Board may prescribe, shall be operated under the 
supervision of a hoard of directors to consist of not more than 
seven nor less than three directors, of whom a majority of one 
shall be appointed by the Federal reserve bank of the district, 
and the remaining directors by the Federal Reserve Board. 
Directors of branch banks shall hold office during the pleasure 
of the Federal Reserve Board." 

Tedeeal Eeserve Banks 

Sefe. 4. When the organization committee shall have estab- 
lished Federal reserve districts as provided in section two of this 
Act, a certificate shall be filed with the Comptroller of the Cur- 
rency showing the geographical limits of such districts and the 
Federal reserve city designated in each of such districts. The 
Comptroller of the Currency shall thereupon cause to be for- 
warded to each national bank located in each district, and to such 
other banks declared to be eligible by the organization committee 
which may apply therefor, an application blank in form to be 
approved by the organization committee, which blank shall con- 
tain a resolution to be adopted by the board of directors of each 
bank executing such application, authorizing a subscription to 
the capital stock of the Federal reserve bank organizing in that 
district in accordance with the provisions of this Act. 

When the minimum amount of capital stock prescribed by this 
Act for the organization of any Federal reserve bank shall have 
• been subscribed and allotted, the organization committee shall 
designate any five banks of those whose applications have been 
received, to execute a certificate of organization, and thereupon 
the banks so designated shall, under their seals, make an organiza- 
tion certificate which shall specifically state the name of such 
Federal reserve bank, the territorial extent of the district over 
which the operations of such Federal reserve bank are to be 
carried on, the city and State in which said bank is to be located, 
the amount of capital stock and the number of shares into which 
the same is divided, the name and place of doing business of 
each bank executing such certificate, and of all banks which have 
subscribed to the capital stock of such Federal reserve bank and 
the number of shares subscribed by each, and the fact that the 
certificate is made to enable those banks executing same, and all 
banks which have subscribed or may thereafter subscribe to the 
capital stock of such Federal reserve bank, to avail themselves 
of the advantages of this Act. 
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The said organization certificate shall be acknowledged before 
a judge of some court of record or notary public; and shall be, 
together with the acknowledgment thereof, authenticated by the 
seal of such court, or notary, transmitted to the Comptroller of 
the Currency, who shall file, record,, and carefully preserve the 
same in his office. 

Upon the filing of such certificate with the Comptroller of 
the Currency as aforesaid, the said Federal reserve bank shall 
become a body corporate and as such, and in the name desig- 
nated in such organization certificate, shall have power — 

First. To adopt and use a corporate seal. 

Second. To have succession for a period of twenty years 
from its organization unless it is sooner dissolved by an Act of 
Congress, or unless its franchise becomes forfeited by some viola- 
tion of law. 

Third. To make contracts. 

Fourth. To sue and be sued, complain and defend, in any 
court of law or equity. 

Fifth. To appoint, by its board of directors, such officers and 
employees as are not otherwise provided for in this Act, to 
define their duties, require bonds of them and fix the penalty 
thereof, and to dismiss at pleasure such officers or employees. 

Sixth. To prescribe, by its board of directors, by-laws not 
inconsistent with law, regulating the manner in which its general 
business may be conducted, and the privileges granted to it by 
law may be exercised and enjoyed. 

Seventh. To exercise by its board of directors, or duly author- 
ized officers or agents, all powers specifically granted by the 
provisions of this Act and such incidental powers as shall be 
necessary to carry on the business of banking within the limita- 
tions prescribed by this Act. 

Eighth. Upon deposit with the Treasurer of the United States 
of any bonds of the United States in the manner provided by 
existing law relating to national banks, to receive from the 
Comptroller of the Currency circulating notes in blank, registered 
and countersigned as provided by law, equal in amount to the 
par value of the bonds so deposited, such notes to be issued 
under the same conditions and provisions of law as relate to 
the issue of circulating notes of national banks secured by bonds 
of the United States bearing the circulating privilege, except 
that the issue of such notes shall not be limited to the capital 
stock of such Federal reserve bank. 

But no Federal reserve bank shall transact any business except 
such as is incidental and necessarily preliminary to its organiza- 
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tion until it has been authorized by the Comptroller of the 
Currency to commenee business under the provisions of this Act. 

Every Federal reserve bank shall be conducted under the 
supervision and control of a board of directors. 

The board of directors shall perform the duties usually apper- 
taining to the office of directors of banking associations and all 
such duties as are prescribed by law. 

Said board shall administer the affairs of said bank fairly 
and impartially and without discrimination in favor of or against 
any member bank or banks and shall, subject to the provisions 
of law and the orders of the Federal Eeserve Board, extend to 
each member bank such discounts, advancements, and accommo- 
dations as may be safely and reasonably made with due regard 
for the claims and demands of other member banks. 

Such board of directors shall be selected as hereinafter 
speeifled and shall consist of nine members, holding office for 
three years, and divided into three classes, designated as classes 
A, B, and C. 

' Class A shall consist of three members, who shall be chosen 
by and be representative of the stock-holding banks. 

[Public No. 75 64th Conobess.] 
[S. 4432.] 

Be it enacted ly the Senate and House of Representatives of the 
United States of America in Congress assemiled, That section eight 
of an Act entitled "An Act to supplement existing laws against 
unlawful restraints and monopolies, qnd for other purposes," 
approved October 15, 1914, be, and the same is hereby, amended 
by striking out the period at the end of the second clause of said 
section, inserting in lieu thereof a colon, and adding to said clause 
the following: 

"And provided further. That nothing in this Act shall prohibit any 
ofiScer, director, or employee of any member bank or class A director 
of a Fedreal Reserve bank, who shall first procure the consent of 
the Federal Eeserve Board, which board is hereby authorized, at its 
discretion, to grant, withhold, or revoke such consent, from being 
an officer, director, or employee of not more than two other banks, 
banking associations, or trust companies, whether organized under 
the laws of the United States or any State, if such other bank, 
banking association, or trust company is not in substantial competi- 
tion with such member bank. 

" The consent of the Federal Reserve Board may be procured 
before the person applying therefor has been elected as a class A 
director of a Federal reserve bank or as a director of any member 
bank." 

Approved, May 15, 1916. 

* An Act to amend section eight of an Act entitled " An Act to sup- 
plement existing laws against unlawful restraints and monopolies, and for other 
purposes," approved October fifteenth, nineteen hundred and fourteen. 
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Class B shall consist of three members, who at the time of 
their election shall be actively engaged in their district in com- 
merce, agriculture, or some other industrial pursuit. 

Class C shall consist of three members who shall be designated 
by the Federal Reserve Board. When the necessary subscriptions 
to the capital stock have been obtained for the organization of 
any Federal reserve bank, the Federal Reserve Board shall 
appoint the class C directors and shall designate one of such 
directors as chairman of the board to be selected. Pending the 
designation of such chairman, the organization committee shall 
exercise the powers and duties appertaining to the office of chair- 
man in the organization of such Federal reserve bank. 

No Senator or Representative in Congress shall be a member 
of the Federal Reserve Board or an officer or a director of a 
Federal reserve bank. 

No director of class B shall be an officer, director, or employee 
of any bank. 

No director of class C shall be an officer, director, employee, 
or stockholder of any bank. 

Directors of class A and class B shall be chosen in the following 
manner : 

The chairman of the board of directors of the Federal reserve 
bank of the district in which the bank is situated or, pending 
the appointment of such chairman, the organization committee 
shall classify the member banks of the district into three general 
groups or divisions. Each group shall contain as nearly as may 
be one-third of the aggregate number of the member banks of 
the district and shall consist, as nearly as may be, of banks of 
similar capitalization. The groups shall be designated by number 
by the chairman. 

At a regularly called meeting of the board of directors of each 
member bank in the district it shall elect by ballot a district 
reserve elector and shall certify his name to the chairman of the 
board of directors of the Federal reserve bank of the district. 
The chairman shall make lists of the district reserve electors thus 
named by banks in each of the aforesaid three groups and shall 
transmit one list to each elector in each group. 

Each member bank shall be permitted to nominate to the 
chairman one candidate for director of class A and one candidate 
for director of class B. The candidates so nominated shall be 
listed by the chairman, indicating by whom nominated, and a 
copy of said list sha,ll, within fifteen days after its completion, 
be furnished by the chairman of each elector. 

Every elector shall, within fifteen days after the receipt of 
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the said list, certify to the chairman his first, second, and other 
choices of a director of class A and class B, respectively, upon 
a preferential ballot, on a form furnished by the chairman of 
the board of directors of the Federal reserve bank of the district. 
Each elector shall make a cross opposite the name of the first, 
second, and other choices for a director of class A and for a 
director of class B, but shall not vote more than one choice for 
any one candidate. 

Any candidate having a majority of all votes cast in the 
column of first choice shall be declared elected. If no candidate 
have a majority of all the votes in the first column, then there 
shall be added together the votes cast by the electors for such 
candidates in the second column and the votes cast for the several 
candidates in the first column. If any candidate then have a 
majority of electors voting, by adding together the first and second 
choices, he shall be declared elected. If no candidate have a 
majority of electors voting when the first and second choices 
shall have been added, then the votes cast in the third column 
for other choices shall be added together in like manner, and the 
candidate then having the highest number of votes shall be 
declared elected. An immediate report of election shall be 
declared. 

' " Class C directors shall be appointed by the Federal Reserve 
Board. They shall have been for at least two years residents of 
the district for which they are appointed, one of whom shall be 
designated by said board as chairman of the board of directors 
of the Federal reserve bank and as 'Federal reserve agent.' He 
shall be a person of tested banking experience, and in addition 
to his duties as chairman of the board of directors of the Federal 
reserve bank he shall be required to maintain, under regulations 
to be established by the Federal Reserve Board, a local office of 
said board on the premises of the Federal reserve bank. He shall 
make regular reports to the Federal Reserve Board and shall act 
as its official representative for the performance of the functions 
conferred upon it by this Act. He shall receive an annual com^ 
pensation to be fixed by the Federal Reserve Board and paid 
monthly by the Federal reserve bank to which he is designated. 
One of the directors of class C shall be appointed by the Federal 
Reserve Board as deputy chairman to exercise the powers of the 
chairman of the board when necessary. In case of the absence 
of the chairman and deputy chairman, the third-class G director 
shall preside at meetings of the board. 

"Subject to the approval of the Federal Reserve Board^ the 

1A9 amended June 21, 1917. 
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Federal reserve agent shall appoint one or more assistants. Such 
assistants, who shall he persons of tested banking experience,, 
shall assist the Federal reserve agent in the performance of his 
duties and shall also have power to act in his name and stead 
dwing his absence or disability. The Federal Reserve Board 
shall require such bonds of the assistant Federal reserve agents 
<is it may deem necessary for the protection of the United States. 
Assistants to the Federal reserve agent shall receive an annual 
compensation, to be fixed and paid in the same manner as that 
of the Federal reserve agent." 

Directors of Federal reserve lianks shall receive, in addition 
to any compensation otherwise provided, a reasonable allowance 
for necessary expenses in attending meetings of their respective 
boards, which amount shall be paid by the respective Federal 
reserve banks. Any compensation that may be provided by 
boards of directors of Federal reserve banks for directors, officers, 
or employees shall be subject to the approval of the Federal 
Reserve Board. 

The Reserve Bank Organization Committee may, in organizing 
Federal reserve banks, call such meetings of bank directors in 
the several districts as may be necessary to carry out the pur- 
poses of this Act, and may exercise the functions herein con- 
ferred upon the chairman of the board of directors of each 
Federal reserve bank pending the complete organization of such 
bank. 

At the first meeting of the full board of directors of each 
Federal reserve bank, it shall be the duty of the directors of 
classes A, B, and C, respectively, to designate one of the members 
of each class whose term of office shall expire in one year from 
the first of January nearest to date of such meeting, one whose 
term of office shall expire at the end of two years from said 
date, and one whose term of office shall expire at the end of 
three years from said date. Thereafter every director of a Fed- 
eral reserve bank chosen as hereinbefore provided shall hold 
office for a term of three years. Vacancies that may occur in 
the several classes of directors of Federal reserve banks may be 
filled in the manner provided for the original selection of such 
directors, such appointees to hold office for the unexpired terms 
of their predecessors. 

Stock Issues; Increase and Deceease op Capital 

Sec. 5. The capital stock of each Federal reserve bank shall 
be divided into shares of $100 each. The outstanding capital 
stock shall be increased from time to time as member banks 
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increase their capital stock and surplus or as additional banks 
become members, and may be decreased as member banks reduce 
their capital stock or surplus or cease to be members. Shares of 
the capital stock of Federal reserve banks owned by member 
banks shall not be transferred or hypothecated. When a member 
bank increases its capital stock or surplus, it shall thereupon 
subscribe for an additional amount of capital stock of the 
Federal reserve bank of its district equal to six per centum of 
the said increase, one-half of said subscription to be paid in the 
manner hereinbefore provided for original subscription, and one- 
half subject to call of the Federal Reserve Board. A bank 
applying for stock in a Federal reserve bank at any time after 
the organization thereof must subscribe for an amount of the 
capital stock of the Federal reserve bank equal to six per centum 
of the paid-up capital stock and surplus of said applicant bank, 
paying therefor its par value plus one-half of one per centum 
a month from the period of the last dividend. When the capital 
stock of any Federal reserve bank shall have been increased either 
on account of the increase of capital stock of member banks or on 
account of the increase in the number of member banks, the 
board of directors shall cause to be executed a certificate to the 
Comptroller of the Currency showing the increase in capital 
stock, the amount paid in, and by whom paid. When a member 
bank reduces its capital stock it shall surrender a proportionate 
amount of its holdings in the capital of said Federal reserve 
bank, and when a member bank voluntarily liquidates it shall 
surrender all of its holdings of the capital stock of said Federal 
reserve bank, and be released from its stock subscription 
not previously called. In either case the shares surrendered shall 
be canceled and the member bank shall receive in payment there- 
for, under regulations to be prescribed by the Federal Reserve 
Board, a sum equal to its cash-paid subscriptions on the shares 
surrendered and one-half of one per centum a month from the 
period of the last dividend, not to exceed the book value thereof, 
less any liability of such member bank to the Federal reserve 
bank. 

Sec. 6. If any member bank shall be declared insolvent and a 
receiver appointed therefor, the stock held by it in said Federal 
reserve bank shall be canceled, without impairment of its liability, 
and all cash-paid subscriptions on said stock, with one-half of 
one per centum per month from the period of last dividend, not 
to exceed the book value thereof, shall be first applied to all debts 
of the insolvent member bank to the Federal reserve bank, and 
the balance, if any, shaU be paid to the receiver of the insolvent 



320 ORGANIZED BANKING 

bank. Whenever the capital stock of a Federal reserve bank is 
reduced, either on account of a reduction in capital stock of any 
member bank or of the liquidation or insolvency of such bank, 
the board of directors shall cause to be executed a certificate to 
the Comptroller of the Currency showing such reduction of capitaJ 
stock and the amount repaid to such bank. 

Division of Eabnings 

See. 7. After all necessary expenses of a Federal reserve bank 
have been paid or provided for, the stockholders shall be entitled 
to receive an annual dividend of six per centum on the paid-in 
capital stock, which dividend shall be cumulative. After the 
aforesaid dividend claims have been fully met, all the net earnings 
shall be paid to the United States as a franchise tax, except that 
one-half of such net earnings shall be paid into a surplus fund 
untU it shall amount to forty per centum of the paid-in capital 
stock of such bank. 

The net earnings derived by the United States from Federal 
reserve banks shall, in the discretion of the Secretary, be used 
to supplement the gold reserve held against outstanding United 
States notes, or shall be applied to the reduction of the out- 
standing bonded indebtedness of the United States under regula- 
tions to be prescribed by the Secretary of the ' Treasury. Should 
a Federal reserve bank be dissolved or go into liquidation, any 
surplus remaining, after the payment of all debts, dividend 
requirements as hereinbefore provided, and the par value of the 
stock, shall be paid to and become the property of the United 
States and shall be similarly applied. 

Federal reserve banks, including the capital stock and surplus 
therein, and the income derived therefrom shall be exempt from 
Federal, State, and local taxation, except taxes upon real estate. 

Sec. 8. Section fifty-one hundred and flfty-four. United States 
Revised Statutes, is hereby amended to read as follows: 

Any bank incorporated by special law of any State or of the 
United States or organized under the general laws of any State 
or of the United States and having an unimpaired capital suf- 
ficient to entitle it to become a national banking association under 
the provisions of the existing laws may, by the vote of the share- 
holders owning not less than fifty-one per centum of the capital 
stock of such bank or banking association, with the approval of 
the Comptroller of the Currency, be converted into a national 
banking association, with any name approved by the Comptroller 
of the Currency: 
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Provided, however, That said conversion shall not be in con- 
travention of the State law. In such case the articles of associa- 
tion and organization certificate may be executed by a majority 
of the directors of the bank or banking institution, and the 
certificate shall declare that the owners of fifty-one per centum 
of the capital stock have authorized the directors to make such 
certificate and to change or convert the bank or banking institu- 
tion into a national association. A majority of the directors, 
after executing the articles of association and the organization 
certificate, shall have power to execute all other papers and to 
do whatever may be required to make its organization perfect 
and complete as a national association. The shares of any such 
bank may continue to be for the same amount each as they 
were before the conversion, and the directors may continue to 
be directors of the association until others are elected or ap- 
pointed in accordance with the provisions of the statutes of the 
United States. When the Comptroller has given to such bank 
or banking association a certificate that the provisions of this 
Act have been complied with, such bank or banking association, 
and all its stockholders, officers, and employees, shall have the 
same powers and privileges, and shall be subject to the same 
duties, liabilities, and regulations, in all respects, as shall have 
been prescribed by the Federal Reserve Act and by the national 
banking Act for associations originally organized as national 
banking associations. 

State Banks as Members 

" Sec. 9:^ Any bank incorporated by special law of any State, 
or organized under the general laws of any State or of the United 
States, desiring to become a member of the Federal Reservei 
System, may make application to the Federal Reserve Board, 
under such rules and regulations as it may prescribe, for the'\ 
right to subscribe to the stock of the Federal reserve bank organ- 
ized within the district in which the applying bank is located. 
Such application shall be for the same amount of stock that the 
applying bank would be required to subscribe to as a national 
bank. The Federal Reserve Board, subject to such conditions 
as it may prescribe, may permit the applying bank to become 
a stockholder of such Federal reserve bank. 

"In acting upon such applications the Federal Reserve Board 
shall consider the financial condition of the applying bank, the 
general character of its management, and whether or not the> 

1 As amended June 21, 1917. 
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corporate powers exercised are consistent with the purposes of 
this Act. 

" Whenever the Federal Reserve Board shall permit the apply- 
ing bank to become a stockholder in the Federal reserve bank 
of the district its stock subscription shall be payable on call of 
the Federal Reserve Board, and stock issued to it shall be held 
subject to the provisions of this Act. 

"All banks admitted to membership under authority of this 
section shall be required to comply with the reserve and capital 
requirements of this Act and to conform to those provisions of 
law imposed on national banks which prohibit such banks from 
lending on or purchasing their own stock, which relate to the 
withdrawal or impairment of their capital stock, and which relate 
to the payment of unearned dividends. Such banks and the 
officers, agents, and employees thereof shall also be subject to the 
provisions of and to the penalties prescribed by section fifty-two 
hundred and nine of the Revised Statutes, and shall be required 
to make reports of condition and of the payment of dividends 
to the Federal reserve bank of which they become a member. Not 
less than three of such reports shall be made annually on call 
of the Federal reserve bank on dates to be fixed by the Federal 
Reserve Board. Failure to make such reports within ten days 
after the date they are called for shall subject the offending bank 
to a penalty of $100 a day for each day that it fails to transmit 
such report; such penalty to be collected by the Federal reserve 
bank by suit or otherwise. 

"As a condition of membership such banks shall likewise be 
subject to examinations made by direction of the Federal Reserve 
Board or of the Federal reserve bank by examiners selected or 
approved by the Federal Reserve Board. 

" Whenever the directors of the Federal reserve bank shall 
approve the examinations made by the State authorities, such 
examinations and the reports thereof may be accepted in lieu of 
examinations made by examiners selected or approved by the 
Federal Reserve Board: Provided, however. That when it deems 
it necessary the Board may order special examinations by ex- 
aminers of its own selection and shall in all cases approve the 
form of the report. The expenses of all examinations, other than 
those made by State authorities, shall be assessed against a/nd 
paid by the banks examined. 

"If at any time it shall appear to the Federal Reserve Board 
that a member bank has failed to comply with the provisions of 
this section or the regulations of the Federal Reserve Board made 
pursuant thereto, it shall be within the power of the board after 
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hearing to require such bank to surrender its stock in the Federal 
reserve hank and to forfeit all rights and privileges of member- 
ship. The Federal Reserve Board may restore membership upon 
due proof of compliance with the conditions imposed by this 
section. 

" Any State- bank or trust company desiring to withdraw from 
membership in a Federal reserve bank may do so, after si« 
months' written notice shall have been filed with the Federal 
Reserve Board, upon the surrender and cancellation of all its 
holdings of capital stock in the Federal reserve bank: Provided, 
however, That no Federal reserve bank shall, except under express 
authority of the Federal Reserve Board, cancel within the same 
^calendar year more than twenty-five per centum of its capital 
■stock for the purpose of effecting voluntary withdrawals during 
that year. All such applications shall be dealt with in the order 
in which they are filed with the Board. Whenever a member bank 
shall surrender its stock holdings in a Federal reserve bank, or 
shall be ordered to do so by the Federal Reserve Board, under 
authority of law, all of its rights and privileges as a member 
bank shall thereupon cease and determine, and after due pro- 
vision has been made for any indebtedness due or to become due 
to the Federal reserve bank it shall be entitled to a refund of its 
cash paid subscription with interest at the rate of one-half of 
one per centum per month from date of last dividend, if earned, 
the amount refunded in no event to exceed the book value of the 
stock at that time, and shall likewise be entitled to repayment of 
deposits and of any other balance due from the Federal reserve 
bank. 

"No applying bank shall be admitted to membership in a 

Federal reserve bank unless it possesses a paid-up, unimpaired 

capital sufficient to entitle it to become a national banking asso- 

' ciation in the place where it is situated under the provisions of 

the national-bank act. 

" Banks becoming members of the Federal Reserve System/ 
under authority of this section shall be subject to the provisions 
of this section and to those of this Act which relate specifically 
to member banks, but shall not be subject to examination under 
the provisions of the first two paragraphs of section fifty-two 
hundred and forty of the Revised Statutes as amended by section 
twenty-one of this Act. Subject to the provisions of this 
Act and to the regulations of the board made pursuant 
thereto, any bank becoming a member of the Federal 
Reserve System shall retain its full charter and statutory 
rights as a State bank or trust company, and may contirme 
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to exercise all corporate powers granted it by the State in 
which it was created, and shall be entitled to all privileges of 
member banks: Provided, however, That no Federal reserve bank 
shall be permitted to discount for any State bank or trust com- 
pany notes, drafts, or bills of exchange of any one borrower 
who is liable for borrowed money to such State bank or trust 
company in an amount greater than ten per centum of the capital 
and surplus of such State bank or trust company, but the dis- 
count of bills of exchange drawn against actually existing value 
and the discount of commercial or business paper actually owned 
by the person negotiating the same shall not be considered as 
borrowed money within the meaning of this section. The Federal 
reserve bank, as a condition of the discount of notes, drafts, and 
bills of exchange for such State bank or trust company, shall 
require a certificate or guaranty to the effect that the borrower 
is not liable to such bank in excess of the amount provided by 
this section, and will not be permitted to become liable in excess 
of this amount while such notes, drafts, or bills of exchange are 
under discount with the Federal reserve bank. 

"It shall be unlawful for any officer, clerk, or agent of any 
bank admitted to membership under authority of this section to 
certify any check drawn upon su£h bank unless the person or 
company drawing the check has on deposit therewith at the time 
such check is certified an amount of money equal to the amount 
specified in such check. Any check so certified by duly author- 
ized officers shall be a good and valid obligation against such 
hank, but the act of any such officer, clerk, or agent in violation> 
of this section may subject such bank to a forfeiture of its mem- 
bership in the Federal Reserve System upon hearing by the Fed- 
eral Reserve Board." 

Federal Reserve Board 

Sec. 10. A Federal Reserve Board is hereby created which 
shall consist of seven members, including the Secretary of the 
Treasury and the Comptroller of the Currency, who shall be mem- 
bers ex officio, and five members appointed by the President of 
the United States, by and with the advice and consent of the 
Senate. In selecting the five appointive members of the Federal 
Reserve Board, not more than one of whom shall be selected 
from any one Federal reserve district, the President shall have 
due regard to a fair representation of the different commercial, 
industrial, and geographical divisions of the country. The five 
members of the Federal Reserve Board appointed by the Presi- 
dent and confirmed as aforesaid shall devote their entire time to 
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the business of the Federal Reserve Board and shall each receive 
an annual salary of $12,000, payable monthly together with 
actual necessary traveling expenses, and the Comptroller of the 
Currency, as ex ofScio member of the Federal Reserve Board, 
shall, iu addition to the salary now paid him as Comptroller of 
the Currency, receive the sum of $7,000 annually for his services 
as- a member of said board. 

The members of said board, the Secretary of the Treasury, 
the Assistant Secretaries of the Treasury, and the Comptroller 
of the Currency shall be ineligible during the time they are in 
office and for two years thereafter to hold any oflSce, position, 
or employment in any member bank. Of the five members thus 
appointed by the President at least two shall be persons experi- 
enced in banking or finance. One shall be designated by the 
President to serve for two, one for four, one for six, one for 
eight, and one for ten years, and thereafter each member so 
appointed shall serve for a term of ten years unless sooner 
removed for cause by the President. Of the five persons thus 
appointed, one shall be designated by the President as governor 
and one as vice-governor of the Rederal Reserve Board. The 
governor of the Federal Reserve Board, subject to its supervision, 
shall be the active executive ofiicer. The Secretary of the Treas- 
ury may assign offices in the Department of the Treasury for the 
use of the Federal Reserve Board. Each member of the Federal 
Reserve Board shall within fifteen days after notice of appoint- 
ment make and subscribe to the oath of office. 

The Federal Reserve Board shall have power to levy semi- 
annually upon the Federal reserve banks, in proportion to their 
capital stock and surplus, an assessment sufficient to pay its 
estimated expenses, and the salaries of its members and em- 
ployees for the half year succeeding the levying of such asses- 
ment, together with any deficit carried forward from the pre- 
ceding half year. 

The first meeting of the Federal Reserve Board shall be held 
in Washington, District of Columbia, as soon as may be after 
the passage of this Act, at a date to be fixed by the Reserve 
Bank Organization Committee. The Secretary of the Treasury 
shall be ex officio chairman of the Federal Reserve Board. No 
member of the Federal Reserve Board shall be an officer or 
director of any bank, banking institution, trust company, or 
Federal reserve bank nor hold stock in any bank, banking institu- 
tion, or trust company; and before entering upon his duties as 
a member of the Federal Reserve Board he shall certify under 
oath to the Secretry of the Treasury that he has complied with 
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this requirement. Whenever a vacancy shall occur, other than 
by expiration of term, among the five members of the Federal 
Eeserve Board appointed by the President, as above provided, 
a successor shall be appointed by the President, with the advice 
and consent of the Senate, to fill such vacancy, and when ap- 
pointed he shall hold of55ce for the unexpired termjof the member 
whose place he is selected to fill. 

The President shall have power to fill all vacancies that may 
happen on the Federal Eeserve Board during the recess of the 
Senate, by granting commissions which shall expire thirty days 
after the next session of the Senate convenes. 

Nothing in this Act contained shall be construed as taking 
away any powers heretofore vested by law in the Secretry of 
the Treasury which relate to the supervision, management, and 
control of the Treasury Department and bureaus under such 
department, and wherever any power vested by this Act in the 
Federal Reserve Board or the Federal reserve agent appears to 
conflict with the powers of the Secretary of the Treasury, such 
powers shall be exercised subject to the supervision and control 
of the Secretary. 

The Federal Eeserve Board shall annually make a full report 
of its operations to the Speaker of the House of Representatives, 
who shall cause the same to be printed for the information of the 
Congress. 

Section three hundred and twenty-four of the Revised Statutes 
of the United States shall be amended so as to read as follows: 
There shall be in the Department of the Treasury a bureau 
charged with the execution of all laws passed by Congress 
relating to the issue and regulation of national currency secured 
by United States bonds and, under the general supervision of the 
Federal Eeserve Board, of all Federal reserve notes, the chief 
officer of which bureau shall be called the Comptroller of the 
Currency and shall perform his duties under the general direc- 
tions of the Secretary of the Treasury. 

See. 11. The Federal Eeserve Bodrd shall be authorized and 
empowered : 

(a) To examine at its discretion the accounts, books, and 
affairs of each Federal reserve bank and of each member bank 
and to require such statements and reports as it may deem 
necessary. The said board shall publish once each week a state- 
ment showing the condition of each Federal reserve bank and a 
consolidated statement for all Federal reserve banks. Such state- 
ments shall show in detail the assets and liabilities of the Federal 
reserve banks, single and combined, and shall furnish full informa- 
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tion regarding the character of the money held as reserve and 
the amount, nature, and maturities of the paper and other 
investments owned or held by Federal reserve banks. 

(b) To permit, or, on the af&rmative vote of at least five 
members of the Keserve Board, to require Federal reserve banks 
to rediscount the discounted paper of other Federal reserve 
banks at rates of interest to be fixed by the Federal Reserve 
Board. 

(c) To suspend for a period not exceeding thirty days, and 
from time to time to renew such suspension for periods not 
exceeding fifteen days, any reserve requirements specified in this 
Act: Provided, That it shall establish a graduated tax upon the 
amounts by which the reserve requirements of this Act may be 
permitted to fall below the level hereinafter specified: And pro- 
vided further. That when the gold reserve held against Federal 
reserve notes falls below forty per centum, the Federal Reserve 
Board shall establish a graduated tax of not more than one per 
centum per annum upon such deficiency until the reserves fall 
to thirty-two and one-half per centum, and when said reserve 
falls below thirty-two and one-half per centum, a tax at the rate 
increasingly of not less than one and one-half per centum per 
annum upon each two and one-half per centum or fraction thereof 
that such reserve falls below thirty-two and one-half per centum. 
The tax shall be paid by the reserve bank, but the reserve bank 
shall add an amount equal to said tax to the rates of interest and 
discount fixed by the Federal Reserve Board. 

(d) To supervise and regulate through the bureau under the 
charge of the Comptroller of the Currency the issue and retire- 
ment of Federal reserve notes, and to prescribe rules and regula- 
tions under which such notes may be delivered by the Comptroller 
to the Federal reserve agents appl3ring therefor. 

(e) To add to the number of cities classified as reserve and 
central reserve cities under existing law in which national bank- 
ing associations are subject to the reserve requirements set forth 
in section twenty of this Act; or to reclassify existing reserve 
and central reserve cities or to terminate their designation as 
such. 

(f) To suspend or remove any officer or director of any 
Federal reserve bank, the cause of such removal to be forthwith 
communicated in writing by the Federal Reserve Board to the 
removed officer or director and to said bank. 

(g) To require the writing off of doubtful or worthless assets 
upon the books and balance sheets of Federal reserve banks. 

(h) To suspend, for the violation of any of the provisions 
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of this Act, the operations of any Federal reserve "bank, to take 
possession thereof, administer the same during the period of sus- 
pension, and, when deemed advisable, to liquidate or reorganize 
such bank. 

(i) To require bonds of Federal reserve agents, to make 
regulations for the safeguarding of all collateral, bonds, Federal 
reserve notes, money, or property of any kind deposited in the 
hands of such agents, and said board shall perform the duties, 
functions, or services specified in this Act, and make all rules 
and regulations necessary to enable said board effectively to 
perform the same. 

(j) To exercise general supervision over said Federal reserve 
banks. 

(k) To grant by special permit to national banks applying 
therefor, when not in contravention of State or local law, the 
right to act as trustee, executor, administrator, or registrar of 
stocks and bonds under such rulfes and regulations as the said 
board may prescribe. 

(1) To employ such attorneys, experts, assistants, clerks, or 
other employees as may be deemed necessary to conduct the 
business of the board. All salaries and fees shall be fixed in 
advance by said board and shall be paid in the same manner as 
the salaries of the members of said board. All such attorneys, 
experts, assistants, clerks, and other employees shall be appointed 
■without regard to the provisions of the Act of January sixteenth, 
eighteen hundred and eighty-three (volume twenty-two. United 
States Statutes at Large, page four hundred and three), and 
amendments thereto, or any rule or regulation made in pursuance 
thereof: Provided, That nothing herein shall prevent the Presi- 
dent from placing said employees in the classified service. 

"(m) ^ Upon the affirmative vote of not less than five of its 
members the Federal Reserve Board shall have power, from time 
to time, by general ruling, covering all districts alike, to permit 
member banks to carry in the Federal reserve banks of their 
respective districts any portion of their reserves now required by 
section nineteen of this Act to be held in their own vaults." 

FBiDERAi Advisory Council 

Sec. 12. There is hereby created a Federal Advisory Council, 
which shall consist of as many members as there are Federal 

1 As inserted at the end of section 11, by the act of Sept. 7, 1916. 
Public— No. 270— 64th Congress. (H. R. 13391.) 
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reserve districts. Each Federal reserve bank by its board of 
directors shall annually select from its own Federal reserve dis- 
trict one member of said council, who shall receive such com- 
pensation and allowances as may be fixed by his board of directors 
subject to the approval of the Federal Reserve Board. The meet- 
ings of said advisory council shall be held at 'Washington, 
District of Columbia, at least four times each year, and 
oftener if called by the Federal Reserve Board. The 
council may in addition to the meetings above provided 
for hold such other meetings in Washington, District of 
Columbia, or elsewhere, as it may deem necessary, may select 
its own officers and adopt its own methods of procedure, and 
a majority of its members shall constitute a quorum for the 
transaction of business. Vacancies in the council shall be filled 
by the respective reserve banks, and members selected to fill 
vacancies shall serve for the unexpired term. 

The Federal Advisory Council shall have power, by itself or 
through its officers, (1) to confer directly with the Federal Re- 
serve Board on general business conditions; (2) to make oral 
or written representations concerning matters within the jurisdic- 
tion, of said board; (3) to call for information and to make 
recommendations in regard to discount rates, rediscount business, 
note issues, reserve conditions in the various districts, the pur- 
chase and sale of gold or securities by reserve banks, open-market 
operations by said banks, and the general affairs of the reserve 
banking system. 

PowEES OF Federal Reserve Banks 

"Sec. 13.^ Any Federal reserve bank may receive from any 
of its member banks, and from the United States, deposits of 
current funds in lawful money, national-bank notes. Federal 
reserve notes, or cheeks, and drafts, payable upon presentation, 
and also, for collection, maturing notes and bills; or, solely for 
purposes of exchange or of collection, may receive from other 
Federal reserve banks deposits of current funds in lawful money, 
national-bank notes, or checks upon other Federal reserve banks, 
and checks and drafts, payable upon presentation within its- 
district, and maturing notes and bills payable within its district; 
or, solely for the purposes of exchange or of collection, mayi 
receive from any non-member bank or trust company deposits 
of current funds in lawful money, national-bank notes. Federal 
reserve notes, checks and drafts payable upon presentation, or. 

1 Paragraph 1 as amended June 21, 1917. 
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maturing notes and bills: Provided, Such non-member bank or 
trust company maintains with the Federal reserve bank of its 
district abalance sufficient to offset the items in transit held for 
its account by the Federal reserve bank: Provided further, That 
nothing in this or any other section of this Act shall be construed 
as prohibiting a member or non-member bank from making rea- 
sonable charges, to be determined and regulated by the Federal 
Reserve Board, but in no case to exceed 10 cents per $100 or 
fraction thereof, based on the total of checks and drafts pre- 
sented at any one time, for collection or payment of checks and 
drafts and remission therefor by exchange or otherwise; but no 
such charges shall be made against the Federal reserve banks. 

' " Upon fthe indorsement of any of its member banks, which 
shall be deemed a waiver of demand, notice and protest by su^h 
bank as to its own indorsement exclusively, any Federal reserve 
bank may discount notes, drafts, and bills of exchange arising 
out of actual commercial transactions; that is, notes, drafts, and 
bills of exchange issued or drawn for agricultural, industrial, or 
corrbmercial purposes, or the proceeds of which have been used, 
or are to be used, for such purposes, the Federal Reserve Board 
to have the right to determine or define the character of the paper 
thus eligible for discount, within the meaning of this Act. 
Nothing in this Act contained shall be construed to prohibit such 
notes, drafts, and bills of exchange, secured by staple agricultural 
products, or other goods, wares, or merchandise from being] 
eligible for such discount; but such definition shall not include 
notes, drafts, or bills covering merely investments or issued or 
drawn for the purpose of carrying or trading in stocks, bonds, 
or other investment securities, except bonds and notes of the 
Government of the United States. Notes, drafts, and bills ad- 
mitted to discount under the terms of this paragraph must have 
a maturity at the time of discount of not more than ninety days, 
exclusive of days of grace : Provided, That notes, drafts, and bills 
drawn or issued for agricultural purposes or based on live stock 
and having a maturity not exceeding six months, exclusive of. 
days of grace, may be discounted in an amount to be limited to 
a percentage of the assets of the Federal reserve hank, to be 
ascertained and fixed by the Federal Reserve Board. 

" The aggregate of such notes, drafts, and bills bearing the 
signature or indorsement of any one borrower, whether a person, 
company, firm, or corporation, rediscounted for any one bank 
shall at no time exceed ten per centum of the unimpaired capital 

iParagraphs 2, 3 and 4 as amended Sept. 7, 1916. Public— No. 
270— 64th Congress. (H. R. 13391.) 
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and surplus of said bank; but this restriction shall not apply to 
the discount of bills of exchange drawn in good faith against 
actually existing values. 

"Any Federal reserve bank may discount acceptances of the 
kinds hereinafter described, which have a maturity at the time of 
discount of not more than three months' sight, exclusive of days 
of grace, and which are indorsed by at least one member bank. 

' " Any member bank may accept drafts or bills of exchange 
drawn upon it having not more than six months' sight to run, 
exclusive of days of grace, which grow out of transactions involv- 
ing the importation or exportation of goods; or which grow out 
of transactions involving the domestic shipment of goods provided 
shipping documents conveying or securing title are attached at 
the time of acceptance; or which are secured at the time of accept- 
ance by a warehouse receipt or other such document conveying' 
or securing title covering readily marketable staples. No member 
bank shall accept, whether in a foreign or domestic tramsaction, 
for any one person, company, firm, or corporation to an amount 
equal at any time in the aggregate to more than ten per centum 
of its paid-up and unimpaired capital stock and surplus, unless 
the bank is secured either by attached documents or by some other 
actual security growing out of the same transaction as the accept- 
ance; and no bank shall accept such bills to an amount equal at 
any time in the aggregate to more than one-half of its paid-up 
and unimpaired capital stock and surplus: Provided, however, 
That the Federal Reserve Board, under such general regulations 
as it may prescribe, which shall apply to all banks alike regardless 
of the amount of capital stock and surplus, may authorize any 
member bank to accept such bills to an amount not exceeding at 
any time in the aggregate one hundred per centum of its paid-up 
and unimpaired capital stock and surplus: Provided, further, 
That the aggregate of acceptances growing out of domestic trans- 
actions shall in no event exceed fifty per centum of such capital 
stock and surplus." 

2 " Any Federal reserve bank may make advances to its member 
banks on their promissory notes for a period not exceeding fifteen 
days at rates to be established by such Federal reserve banks, 
subject to the review and determination of the Federal Reserve 
Board, provided such promissory notes are secured by such notes, 
drafts, bills of exchange, or bankers' acceptances as are eligible 
for rediscount or for purchase by Federal reserve banks under 

'Paragraph 5 as amended June 21, 1917. 

2 Following paragraphs as amended September 7, 1916. Public- 
No 270— 64th Congress. (H. R. 13391.) 



332 ORGANIZED BANKING 

the provisions of this Act, or by the deposit or pledge of bonds 
or notes of the United States." 

Section fifty-two hundred and two of the Revised Statutes of 
the United States is hereby amended so as to read as follows: 
"No national banking association shall at any time be indebted, 
or in any way liable, to an amount exceeding the amount of its 
capital stock at such time actually paid in and remaining undi- 
minished by losses or otherwise, except on account of demands 
of the nature following: 

" First. Notes of circulation. 

"Second. Moneys deposited with or collected by the associa- 
tion. 

" Third. Bills of exchange or drafts drawn against money 
actually on deposit to the credit of the association, or due thereto. 

"Fourth. Liabilities to the stockholders of the association for 
dividends and reserve profits. 

"Fifth. Liabilities incurred under the provisions of the Fed- 
eral reserve Act. 

" The discount and rediscount and the purchase and sale by 
any Federal reserve bank of any bills receivable and of domestic 
and foreign bills of exchange, and of acceptances authorized by 
this Act, shall be subject to such restrictions, limitations, and 
regulations as may be imposed by the Federal Beserve Board. 

" That in addition to the powers now vested by law in national 
banking associations organized under the laws of the United 
States any such association located and doing business in any 
place the population of which does not exceed five thousand 
inhabitants, as shown by the last preceding decennial census, may, 
under such rules and regulations as may be prescribed by the 
Comptroller of the Currency, act as the agent for any fire, life, 
or other insurance company authorized by the authorities of the 
State in which said bank is located to do business in said State, 
by soliciting and selling insurance and collecting premiums on 
policies issued by such company; and may receive for services so 
rendered such fees or commissions as may 6« agreed upon between 
the said association and the insurance company for which it may 
act as agent; and may also act as the broker or agent for others 
in making or procuring loans on real estate located within one 
hundred miles of the place in which said bank may be located, 
receiving for such services a reasonable fee or commission: Pro- 
vided, however. That no such bank shall in any case guarantee 
either the principal or interest of any such loans or assume or 
guarantee the payment of any premium on insurance policies 
issued through its agency by its principal: And provided furCher, 
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That the bank shall not guarantee the truth of any statement 
made by an assured in filing Ms application for insurance. 

" Any member bank may accept drafts or bills of exchange 
drawn upon it having not more than three months' sight to run, 
exclusive of days of grace, drawn under regulations to be pre-- 
scribed by the Federal Reserve Board by banks or bankers in 
foreign countries or dependencies or insular possessions of the 
United States for the purpose of furnishing dollar exchange as 
required by the usages of trade in the respective countries, de- 
pendencies, or insular possessions. Such drafts or bills may be 
acquired by Federal reserve banks in such amounts and subject 
to such regulations, restrictions, and limitations as may be pre- 
scribed by the Federal Reserve Board: Provided, however, That 
no member bank shall accept such drafts or bills of exchange^ 
referred to in this paragraph for any one bank to an amount, 
exceeding in the aggregate ten per centum of the paid-up and 
unimpaired capital and surplus of the accepting bank unless the 
draft or bill of exchange is accompanied by documents convey- 
ing or securing title or by some other adequate security: Pro- 
vided further, That no member bank shall accept such drafts or 
bills in an amount exceeding at any time the aggregate of one- 
half of its paid-up and unimpaired capital and surplus." 

Open-Maeket Operations 

Sec. 14. Any Federal reserve bank may, under rules and regu- 
lations prescribed by the Federal Reserve Board, purchase and 
sell in the open market, at home or abroad, either from or to 
domestic or foreign banks, firms, corporations, or individuals, 
cable transfers and bankers' acceptances and bills of exchange 
of the kinds and maturities by this Act made eligible for redis- 
count, with or without the indorsement of a member bank. 

Every Federal reserve bank shall have power: 

(a) To deal in gold coin and bullion at home or abroad, to 
make loans thereon, exchange Federal reserve notes for gold, 
gold coin, or gold certificates, and to contract for loans of gold 
coin or bullion, giving therefor, when necessary, acceptable se- 
curity, including the hypothecation of United States bonds or 
other securities which Federal reserve banks are authorized to 
hold; 

(b) To buy and sell, at home or abroad, bonds and notes of 
the United States, and bills, notes, revenue bonds, and warrants 
with a maturity from date of purchase of not exceeding six 
months, issued in anticipation of the collection of taxes or in 



334 ORGANIZED BANKING 

anticipation of the receipt of assured revenues by any State, 
county, district, political subdivision, or municipality in the con- 
tinental United States, including irrigation, drainage, and 
reclamation districts, such purchases to be made in accordance 
with rules and regulations prescribed by the Federal Reserve 
Board ; 

(c) To purchase from member banks and to sell, with or 
without its indorsement, bills of exchange arising out of com- 
mercial transactions, as hereinbefore defined; 

(d) To establish from time to time, subject to review and 
determination of the Federal Reserve Board, rates of discount 
to be charged by the Federal reserve bank for each class of paper, 
which shall be fixed with a view of accommodating commerce and 
business ; 

' " (e) To establish accounts with other Federal reserve hanks 
for exchange purposes and, with the consent or upon the order 
and direction of the Federal Seserve Board and under regulations 
to be prescribed by said board, to open and maintain accounts in 
foreign countries, appoint correspondents, and establish agencies 
in such countries wheresoever it may be deemed best for the pur- 
pose of purchasing, selling, and collecting bills of exchange, and 
to buy and sell, with or without its indorsement, through such) 
correspondents or agencies, bills of exchange (or acceptances) 
arising out of actual commercial transactions which have not 
more than ninety days to run, exclusive of days of grace, and 
which bear the signature of two or more responsible parties, and, 
with the consent of the Federal Reserve Board, to open andi 
maintain banking accounts for such foreign correspondents or 
agencies. Whenever any such account has been opened or agency 
or correspondent has been appointed by a Federal reserve bank, 
with the consent of or under the order and direction of the Fed- 
eral Reserve Board, any other Federal reserve bank may, with 
the consent and approval of the Federal Reserve Board, be per- 
mitted to carry on or conduct, through the Federal reserve bank 
opening such account or appointing such agency or correspondent, 
any transaction authorized by this section under rules and regu- 
lations to be prescribed by the board." 

Government Deposits 

Sec. 15. The moneys held in the general fund of the Treasury, 
except the five per centum fund for the redemption of outstand- 
ing national-bank notes and the funds provided in this Act for 

^ Subsection (e) as amended June 21, 1917. 
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the redemption of Federal reserve notes may, upon the direction 
of the Secretary of the Treasury, be deposited in Federal reserve 
banks, which banks, when required by the Secretary of the 
Treasury, shall act as fiscal agents of the United States; and the 
revenues of the Government or any part thereof may be deposited 
in such banks, and disbursements may be made by checks drawn 
against such deposits. 

No public funds of the Philippine Islands, or of the postal 
savings, or any Government funds, shall be deposited in the 
continental United States in any bank not belonging to the system 
established by this Act: Provided, however, That nothing in this 
Act shall be construed to deny the right of the Secretary of the 
Treasury to use member banks as depositories. 

Note Issues 

Sec. 16. Federal reserve notes, to be issued at the discretion 
of the Federal Reserve Board for the purpose of making ad- 
vances to Federal reserve banks through the Federal reserve 
agents as hereinafter set forth and for no other purpose, are 
hereby authorized. The said notes shall be obligations of the 
United States and shall be receivable by all national and member 
banks and Federal reserve banks and for all taxes, customs, and 
other public dues. They shall be redeemed in gold on demand 
at the Treasury Department of the United States, in the city 
of Washington, District of Columbia, or in gold or lawful money 
at any Federal reserve bank. 

' " Any Federal reserve hank may make application to the local 
Federal reserve agent for such amount of the Federal reserve] 
notes hereinbefore provided for as it may require. Such applica- 
tiotn shall be accompanied with a tender to the local FederaV 
reserve agent of collateral in amount equal to the sum of the, 
Federal reserve notes thus applied for and issued pursuant to 
such application. The collateral security thus offered shall be 
notes, drafts, hills of exchange, or acceptances acquired under the 
provisions of section thirteen of this Act, or bills of exchange 
indorsed by a member bank of any Federal reserve district and 
purchased under the provisions of section fourteen of this Act, 
or bankers' acceptances purchased under the provisions of said 
section fourteen, or gold or gold certificates; but in no event shall 
such collateral security, whether gold, gold certificates, or eligible 
paper, be less than the amount of Federal reserve notes applied 
for. The Federal reserve agent shall each day notify the Federal 

•Paragraphs 2, 3, 4, 5, 6 and 7 as amended June 21, 1917. 
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Beserve Board of all issues and withdrawals of Federal reserve 
notes to and hy the Federal reserve hank to which he is accredited. 
The said Federal Beserve Board may at any time call upon a 
Federal reserve bank for additional security to protect the Fed- 
eral reserve notes issued to it. 

"Every Federal reserve bank shall maintain reserves in gold 
or lawful money of not less than thirty-five per centum against 
its deposits and reserves in gold of not less than forty per centum 
against its Federal reserve notes in actual circulation: Provided, 
however, That when the Federal reserve agent holds gold or gold 
certificates as collateral for Federal reserve notes issued to the 
bank such gold or gold certificates shall be counted as part of 
the gold reserve which such bank is required to maintain against 
its Federal reserve notes in actual circulation. Notes so paid 
out shall bear upon their faces a distinctive letter and serial' 
number which shall be assigned by the Federal Beserve Board 
to each Federal reserve bank. Whenever Federal reserve notes 
issued through one Federal reserve bank shall be received by 
another Federal reserve bank, they shall be promptly returned 
for credit or redemption to the Federal reserve bank through 
which they were originally issued or, upon direction of such 
Federal reserve bank, they shall be forwarded direct to the- 
Treasurer of the United States to be retired. No Federal reserve' 
bank shall pay out notes issued through another under penalty of 
a tax of ten per centum upon the face value of notes so paid out. 
Notes presented for redemption at the Treasury of the United 
States shall be paid out of the redemption fund and returned to 
the Federal reserve banks through which they were originally 
issued, and thereupon such Federal reserve bank shall, upon 
demand of the Secretary of the Treasury, reimburse such redemp- 
tion fund in lawful money or, if such Federal reserve notes have 
been rede6med by the Treasurer in gold or gold certificates, then 
such funds shall be reimbursed to the extent deemed necessary hy 
the Secretary of the Treasury in gold or gold certificates, and such 
Federal reserve hamk shall, so long as any of its Federal reserve 
notes remain outstanding, maintain with the Treasurer in gold 
an amount sufficient in the judgment of the Secretary to provide 
for all redemptions to be made by the Treasurer. Federal reserve 
notes received hy the Treasurer otherwise than for redemption 
may be exchanged for gold out of the redemption fund 
hereinafter provided and returned to the reserve bank through 
which they were originally issued, or they may he returned 
to such bank for the credit of the United States. Federal 
reserve notes unfit for circulation shall be returned by the Fed- 
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eral reserve agents to the Comptroller of the Currency for can- 
cellation and destruction. 

" The Federal Reserve Board shall require each Federal reserve 
bank to maintain on deposit in the Treasury of the United States 
a sum in gold sufficient in the judgment of the Secretary of the 
Treasury for the redemption of the Federal reserve notes issued 
to such bank, but in no event less than five per centum of the 
total amount of notes issued less the amount of gold or gold 
certificates held by the Federal reserve agent as collateral se- 
curity; but such deposit of gold shall be counted and included 
as part of the forty per centum reserve hereinbefore required. 
The board shall have the right, acting through the Federal reserve 
agent, to grant, in whole or in part, or to reject entirely the 
application of any Federal reserve bank for Federal reserve 
notes; but to the extent that such application may be granted the 
Federal Reserve Board shall, through its local Federal reserve 
agent, supply Federal reserve notes to the banks so applying, and 
such bank shall be charged with the amount of notes issued to 
it and shall pay such rate of interest as may be established by 
the Federal Reserve Board on only that amount of such notes 
which equals the total amount of its outstanding Federal reserve 
notes less the amount of gold or gold certificates held by the 
Federal reserve agent as collateral security. Federal reserve 
notes issued to any such bank shall, upon delivery, together with 
such notes of such Federal reserve bank as may be issued under 
section eighteen of this Act upon security of United States two 
per centum Government bonds, become a first and paramount 
lien on all the assets of such bank. 

" Any Federal reserve bank may at any time reduce its liability 
for outstanding Federal reserve notes by depositing with the 
'Federal reserve agent its Federal reserve notes, gold, gold cer- 
tificates, or lawful money of the United States. Federal reserve 
notes so deposited shall not be reissued, except upon compliance 
with the conditions of an original issue. 

" The Federal reserve agent shall hold suich gold, gold certifi- 
cates, or lawful money available exclusively for exchange for the 
outstanding Federal reserve notes when offered by the reserve 
bank of which he is a director. Upon the request of the Secretary 
of the Treasury the Federal Reserve Board shall require the 
Federal reserve agent to transmit to the Treasurer of the United 
States so much of the gold held by him as collateral security for 
Federal reserve notes as may be required for the exclusive pur- 
pose of the redemption of such Federal reserve notes, but such 
gold when deposited with the Treasurer shall be counted and eon- 
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sidered as if collateral security on deposit with the Federal 
reserve agent. 

"Any Federal reserve bank may at its discretion withdraw 
collateral deposited with the local Federal reserve agent for the 
protection of its Federal reserve notes issued to it and shall at 
the same time substitute therefor other collateral of equal amount 
with the approval of the Federal reserve agent under regulations 
to be prescribed by the Federal Reserve Board. Any Federal 
reserve hank may retire any of its Federal reserve notes by 
depositing them with the Federal reserve agent or with the 
Treasurer of the United States, and such Federal reserve bank 
shall thereupon be entitled to receive back the collateral deposited 
with the Federal reserve agent for the security of such notes. 
Federal reserve banks shall not be required to maintain the 
reserve or the redemption fund heretofore provided for against 
Federal reserve notes which have been retired. Federal reserve 
notes so deposited shall not be reissued except upon compliance 
with the conditions of an original issue." 

All Federal reserve notes and all gold, gold certificates, and 
lawful money issued to or deposited with any Federal reserve 
agent under the provisions of the Federal reserve act shall here- 
after be held for such agent, under such rules and regulations 
as the Federal Reserve Board may prescribe, in the joint custody 
of himself and the Federal reserve bank to which he is accredited. 
Such agent and such Federal reserve bank shall be jointly liable 
for the safe-keeping of such Federal reserve notes, gold, gold 
certificates, and lawful money. Nothing herein contained, how- 
ever, shall be construed to prohibit a Federal reserve agent from 
depositing gold or gold certificates with the Federal Reserve 
Board, to be held by such board subject to his order, or with 
the Treasurer of the United States for the purposes authorized 
by law. 

In order to furnish suitable notes for circulation as Federal 
reserve notes, the Comptroller of the Currency shall, under the 
direction of the Secretary of the Treasury, cause plates and dies 
to be engraved in the best manner to guard against counterfeits 
and fraudulent alterations, and shall have printed therefrom and 
numbered such quantities of such notes of the denominations 
of $5, $10, $20, $50, $100, as may be required to supply the 
Federal reserve banks. Such notes shall be in form and tenor 
as directed by the Secretary of the Treasury under the provisions 
of this Act and shall bear the distinctive numbers of the several 
Federal reserve banks through which they are issued. 

When such notes have been prepared, they shall be deposited 
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in the Treasury, or in the subtreasury or mint of the United 
States nearest the place of business of each Tederal reserve bank 
and shall be held for the use of such bank subject to the order 
of the Comptroller of the Currency for their delivery, as pro- 
vided by this Act. 

The plates and dies to be procured by the Comptroller of the 
Currency for the printing of such circulating notes shall remain 
under his control and direction, and the expenses necessarily 
incurred in executing the laws relating to the procuring of such 
notes, and all other expenses incidental to their issue and retire- 
ment, shall be paid by the Federal reserve banks, and the Tederal 
Reserve Board shall include in its estimate of expenses levied 
against the Federal reserve banks a sufficient amount to cover 
the expenses herein provided for. 

The examination of plates, dies, bed pieces, and so forth, and 
regulations relating to such examination of plates, dies, and so 
forth, of national-bank notes provided for in section fifty-one 
hundred and seventy-four Revised Statutes, is hereby extended 
to include notes herein provided for. 

Any appropriation heretofore made out of the general funds 
of the Treasury for engraving plates and dies, the purchase of 
distinctive paper, or to cover any other expense in connection 
with the printing of . national-bank notes or notes provided for 
by the Act of May thirtieth, nineteen hundred and eight, and 
any distinctive paper that may be on hand at the time of the 
passage of this Act may be used in the discretion of the Secretary 
for the purposes of this Act, and should the appropriations 
heretofore made be insufficient to meet the requirements of this 
Act in addition to circulating notes provided for by existing 
law, the Secretary is hereby authorized to use so much of any 
funds in the Treasury not otherwise appropriated for the pur- 
pose of furnishing the notes aforesaid: Provided, however. That 
nothing in this section contained shall be construed as exempting 
national banks or Federal reserve banks from their liability to 
reimburse the United States for any expenses incurred in printing 
and issuing circulating notes. 

Every Federal reserve bank shall receive on deposit at par 
from member banks or from Federal reserve banks checks and 
drafts drawn upon any of its depositors, and when remitted by 
a Federal reserve bank, checks and drafts drawn by any de- 
positor in any other Federal reserve bank or member bank upon 
funds to the credit of said depositor in said reserve bank or 
member bank. Nothing herein contained shall be construed as 
prohibiting a member bank from charging its actual expense 
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incurred in collecting and remitting funds, or for exchange sold 
to its patrons. The Federal Reserve Board shall, by rule, fix 
the charges to be collected by the member banks from its patrons 
■whose checks are cleared through the Federal reserve bank and 
the charge which may be imposed for the service of clearing or 
collection rendered by the Federal reserve bank. 

The Federal Reserve Board shall make and promulgate from 
time to time regulations governing the transfer of funds and 
charges therefor among Federal reserve banks and their branches, 
and may at its discretion exercise the functions of a clearing 
house for such Federal reserve banks, or may designate a Federal 
reserve bank to exercise svjch functions, and may also require 
each such bank to exercise the functions of a clearing house for 
its member banks. 

' " That the Secretary of the Treasury is hereby authorized and 
directed to receive deposits of gold coin or of gold certificates 
with the Treasurer or any assistant treasurer of the United States 
when tendered by any Federal reserve bank or Federal reserve 
agent for credit to its or his account with the Federal Reserve 
Board. The Secretary shall prescribe by regulation the form of 
receipt to be issued by the Treasurer or Assistant Treasurer to 
the Federal reserve bank or Federal reserve agent making the 
deposit, and a duplicate of such receipt shall be delivered to the 
Federal Reserve Board by the Treasurer at Washington upon 
proper advices from any assistant treasurer that such deposit 
has been made. Deposits so made shall be held subject to the 
orders of the Federal Reserve Board and shall be payable in 
gold coin or gold certificates on the order of the Federal Reserve 
Board to any Federal reserve bank or Federal reserve agent at 
the Treasury or at the Subtreasury of the United States nearest 
the place of business of such Federal reserve bank or such Federal 
reserve agent: Provided, however, That any expense incurred in 
shipping gold to or from the Treasury or subtreasuries in order 
to make such payments, or as a result of making such payments, 
shalj, be paid by the Federal Reserve Board and assessed against 
the Federal reserve banks. The order used by the Federal Re- 
serve Board in making such payments shall be signed by the 
governor or vice governor, or such other officers or members as 
the board may by regulation prescribe. The form of such order 
shall be approved by the Secretary of the Treasury. 

" The expenses necessarily incurred in carrying out these pro- 
visions, including the cost of the certificates or receipts issued 
for deposits received, and all expenses incident to the handling 

• Added to Section 16, June 21, 1917, 
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of such deposits shall be paid by the Federal Reserve Board and 
included in its assessments against the several Federal reserve 
banks. 

" Gold deposits standing to the credit of any Federal reserve 
bank with the Federal Reserve Board shall, at the option of said 
bank, be counted as part of the lawful reserve which it is required 
to maintain against outstanding Federal reserve notes, or as a 
part of the reserve it is required to maintain against deposits. 

"Nothing in this section shall be construed as amending sec- 
tion six of the Act of March fourteenth, nineteen hupdred, as 
amended by the Acts of March fourth, nineteen hundred and 
seven, March second, nineteen hundred and eleven, and June 
twelfth, nineteen hundred and sixteen, nor shall the provisions 
of this section be construed to apply to the deposits made or to 
the receipts or certificates issued under those Acts." 

" Sec. 17^ So much of the provisions of section fifty-one hun- 
dred and fifty-nine of the Revised Statutes of the United States, 
and section four of the Act of June twentieth, eighteen hundred 
and seventy-four, and section eight of the Act of July twelfth, 
eighteen hundred and eighty-two, and of any other provisions of 
existing statutes as require that before any national banking 
association shall be authorized to commence banking business it 
shall transfer and deliver to the Treasurer of the United States 
a stated amount of United States registered bonds, and so much 
of those provisions or of any other provisions of existing statutes 
as require any national banking association now or hereafter 
organized to maintain a minimum deposit of such bonds with 
the Treasurer is hereby repealed." 

Refunding Bonds 

See. 18. After two years from the passage of this Act, and 
at any time during a period of twenty years thereafter, any 
member bank desiring to retire the whole or any part of its 
circulating notes, may file with the Treasurer of the United 
States an application to sell for its account, at par and accrued 
interest, United States bonds securing circulation to be retired. 

The Treasurer shall, at the end of each quarterly period, 
furnish the Federal Reserve Board with a list of such applica- 
tions, and the Federal Reserve Board may, in its discretion, 
require the Federal reserve banks to purchase such bonds from 
the banks whose applications have been filed with the Treasurer 

I As amended June 21, 1917. 
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at least ten days before the end of any quarterly period at which 
the Federal Reserve Board may direct the purchase to be made : 
Provided, That Federal reserve banks shall not be permitted to 
purchase an amount to exceed $25,000,000 of such bonds in any 
one year, and which amount shall include bonds acquired under 
section four of this Act by the Federal reserve bank. 

Provided further, That the Federal Reserve Board shall allot 
to each Federal reserve bank such proportion of such bonds as 
the capital and surplus of such bank shall bear to the aggregate 
capital and surplus of all the Federal reserve banks. 

Upon notice from the Treasurer of the amount of bonds so 
sold for its account, each member bank shall duly assign and 
transfer, in writing, such bonds to the Federal reserve bank 
purchasing the same, and such Federal reserve bank shall, there- 
upon, deposit lawful money with the Treasurer of the United 
States for the purchase price of such bonds, and the Treasurer 
shall pay to the member bank selling such bonds any balance 
due after deducting a sufl&eient sum to redeem its outstanding 
notes secured by such bonds, which notes shall be canceled and 
permanently retired when redeemed. 

The Federal reserve banks purchasing such bonds shall be 
permitted to take out an amount of circulating notes equal to 
the par value of such bonds. 

Upon the deposit with the Treasurer of the United States of 
bonds so purchased, or any bonds with the circulating privilege 
acquired under section four of this Act, any Federal reserve bank 
making such deposit in the manner provided by existing law, 
shall be entitled to receive from the Comptroller of the Currency 
circulating notes in blank, registered and countersigned as pro- 
vided by law, equal in amount to the par value of the bonds so 
deposited. Such notes shall be the obligations of the Federal 
reserve bank procuring the same, and shall be in form prescribed 
by the Secretary of the Treasury, and to the same tenor and 
effect as national-bank notes now provided by law. They shall 
be issued and redeemed under the same terms and conditions as 
national-bank notes except that they shall not be limited to the 
amount of the capital stock of the Federal reserve bank issuing 
them. 

Upon application of any Federal reserve bank, approved by 
the Federal Reserve Board, the Secretary of the Treasury may 
issue, in exchange for United States two per centum gold bonds 
bearing the circulation privilege, but against which no circulation 
is outstanding, one-year gold notes of the United States without 
the circulation privilege, to an amount not to exceed one-half of 
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two per centum bonds so tendered for exchange, and thirty-year 
three per centum gold bonds without the circulation privilege 
for the remainder of the two per centum bonds so tendered: 
Provided, That at the time of such exchange the. Federal reserve 
bank obtaining such one-year gold notes shall enter into an 
obligation with the Secretary of the Treasury binding itself to 
purchase from the United States for gold at the maturity of 
such one-year notes, an amount equal to those delivered in 
exchange for such bonds, if so requested by the Secretary, and 
at each maturity of one-year notes so purchased by such Federal 
reserve bank, to purchase from the United States such an amount 
of one-year notes as the Secretary may tender to such bank, not 
to exceed the amount issued to such bank in the fcst instance, 
in exchange for two per centum United States gold bonds; said 
obligation to purchase at maturity such notes shall continue in 
force for a period not to exceed thirty years. 

For the purpose of making the exchange herein provided for, 
the Secretary of the Treasury is authorized to issue at par 
Treasury notes in coupon or registered form as he may prescribe 
in denominations of one hundred dollars, or any multiple thereof, 
bearing interest at the rate of three per centum per annum, 
payable quarterly, such Treasury notes to be payable not more 
than one year from the date of their issue in gold coin of the 
present standard value, and to be exempt as to principal and 
interest from the payment of all taxes and duties of the United 
States except as provided by this Act, as well as from taxes 
in any form by or under State, municipal, or local authorities. 
And for the same purpose, the Seci'etary is authorized and em- 
powered to issue United States gold bonds at par, bearing three 
per centum interest payable thirty years from date of issue, such 
bonds to be of the same general tenor and effect and to be issued 
under the same general terms and conditions as the United States 
three per centum bonds without the circulation privilege now 
issued and outstanding. 

Upon application of any Federal reserve bank, approved by 
the Federal Reserve Board, the Secretary may issue at par such 
three per centum bonds in exchange for the one-year gold notes 
herein provided for. 

Bank Reserves 

"See. 19.^ Demand deposits within the meaning of this Act 
shall comprise all deposits payable within thirty days, and time 
deposits shall comprise all deposits payable after thirty days, all 

' As amended June 21, 1917. 
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savings accounts and certificates of deposit wMch are subject to 
not less than thirty days' notice before payment, and all postal 
savings deposits. 

"Every bank, banking association, or trust company which is 
or which becomes a member of any Federal reserve bank shall 
establish and maintain reserve balances with its Federal reserve 
bank as follows: 

" (o) If not in a reserve or central reserve city, as now or 
hereafter defined, it shall hold and maintain with the Federal 
reserve bank of its district an actual net balance equal to not. 
less than seven per ceritum of the aggregate amount of its demand 
deposits and three per centum of its time deposits. 

" (6) // in a reserve city, as now or hereafter defined, it shall 
hold and maintain with the Federal reserve bank of its district 
an actual net balance equal to not less than ten per centum of 
the aggregate amount of its demand deposits and three per centum 
of its time deposits. 

" (c) If in a central reserve city, as now or hereafter defined, 
it shall hold and maintain with the Federal reserve bank of its 
district an actual net balance equal to not less than thirteen per 
centum of the aggregate amount of its' demand deposits and three 
per centum of its time deposits. 

"No member bank shall keep on deposit with any State bank 
or trust company which is not a member bank a sum in excess 
of ten per centum of its own paid-up capital and surplus. No 
member bank shall act as the medium or agent of a non-member 
bank in applying for or receiving discounts from a Federal 
reserve bank under the provisions of this Act, except by per- 
mission of the Federal Reserve Board. 

" The required balance carried by a member bank with a 
Federal reserve bank may, under the regulations and subject to 
such penalties as may be prescribed by the Federal Reserve 
Board, be checked against and withdrawn by such member bank 
for the purpose of meeting existing liabilities : Provided, however, 
That no bank shall at any time make new loans or shall pay 
any dividends unless and until the total balance required by law 
is fully restored. 

"In estimating the balances required by this Act, the net dif- 
ference of amounts due to and from other banks shall be taken 
as the basis for ascertaining the deposits against which required 
balances with Federal reserve banks shall be determined. 

" National banks, or banks organized under local laws, located 
in Alaska or in a dependency or insular possession or any part 
of the United States outside the continental United States may 
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remain non-member banks, and shall in that event maintain re- 
serves and comply with all the conditions now provided by law 
regulating them; or said banks may, with the consent of the 
Beserve Board, become member banks of any one of the reserve 
districts, and shall in that event take stock, maintain reserves, 
and be subject to all the other provisions of this Act." 

Sec. 20. So much of sections two and three of the Act of 
June twentieth, eighteen hundred and seventy-four, entitled " An 
Act fixing the amount of United States notes, providing for a 
redistribution of the national-bank currency, and for other pur- 
poses," as provides that the fund deposited by any national 
banking association with the Treasurer of the United States for 
the redemption of its notes shall be counted as a part of its 
lawful reserve as provided in the Act aforesaid, is hereby 
repealed. ■ And from and after the passage of this Act such fund 
of five per centum shall in no case be counted by any national 
banking association as a part of its lawful reserve. 

Bank Examinations 

Sec. 21. Section fifty-two hundred and forty. United States 
Kevised Statutes, is amended to read as follows : 

The Comptroller of the Currency, with the approval of the 
Secretary of the Treasury, shall appoint examiners who shall 
examine every member bank at least twice in each calendar year 
and oftener if considered necessary: Provided, however, That the 
Federal Reserve Board may authorize examination by the State 
authorities to be accepted in the ease of State banks and trust 
companies and may at any time direct the holding of a special 
examination of State banks or trust companies that are stock- 
holders in any Federal reserve bank. The examiner making the 
examination of any national bank, or of any other member bank, 
shall have power to make a thorough examination of all the 
affairs of the bank and in doing so he shall have power to 
administer oaths and to examine any of the officers and agents 
thereof under oath and shall make a full and detailed report of 
the condition of said bank to the Comptroller of the Currency. 

The Federal Reserve Board, upon the recommendation of the 
Comptroller of the Currency, shall fix the salaries of all bank 
examiners and make report thereof to Congress. The expense 
of the examinations herein provided for shall be assessed by the 
Comptroller of the Currency upon the banks examined in pro- 
portion to assets or resources held by the banks upon the dates 
of examination of the various banks. 
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In addition to the examinations made and conducted by the 
Comptroller of the Currency, every Federal reserve bank may, 
with the approval of the Federal reserve agent or the Federal 
Reserve Board, provide for special examination of member banks 
within its district. The expense of such examinations shall be 
borne by the bank examined. Such examinations shall be so 
conducted as to inform the Federal reserve bank of the condition 
of its member banks and of the lines of credit which are being 
extended by them. Every Federal reserve bank shall at all times 
furnish to the Federal Reserve Board such information as may 
be demanded concerning the condition of any member bank 
within the district of the said Federal reserve bank. 

No bank shall be subject to any visitatorial powers other than 
such as are authorized by law, or vested in the courts of justice 
or such as shall be or shall have been exercised or directed by 
Congress, or by either House thereof or by any committee of 
Congress or of either House duly authorized. 

The Federal Reserve Board shall, at least once each year, order 
an examination of each Federal reserve bank, and upon joint 
application of ten member banks the Federal Reserve Board shall 
order a special examination and report on the condition of any 
Federal reserve bank. 

Sec. 22. No member bank or any ofifteer, director, or employee 
thereof shall hereafter make any loan or grant any gratuity to 
any bank examiner. Any bank officer, director, or employee 
violating this provision shall be deemed guilty of a misdemeanor 
and shall be imprisoned not exceeding one year or fined not more 
than $5,000, or both; and may be fined a further sum equal to 
the money so loaned or gratuity given. Any examiner accepting 
a loan or gratuity from any bank examined by him or from 
an officer, director, or employee thereof shall be deemed guilty 
of a misdemeanor and shall be imprisoned not exceeding one 
year or fined not more than $5,000, or both; and may be fined 
a further sum equal to the money so loaned or gratuity given; 
and shall forever thereafter be disqualified from holding office 
as a national-bank examiner. No national-bank examiner shall 
perform any other service for compensation while holding such 
office for any bank or officer, director, or employee thereof. 

' " Other than the usual salary or director's fee paid to any 
officer, director, employee, or attorney of a member hank, and 
other than a reasonable fee paid by said bank to such officer, 
director, employee, or attorney for services rendered to such bank, 
no officer, director, employee, or attorney of a member bank shall 

^ As amended June 21, 1917. 
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he a beneficiary of or receive, directly or indirectly, any fee, 
commission, gift, or other consideration for or in connection with 
any transaction or business of the bank: Provided, however. That 
nothing in this Act contained shall be construed to prohibit a 
director, officer, employee, or attorney from receiving the same 
rate of interest paid to other depositors for similar deposits made 
with such hank: And provided further, That notes, drafts, bills 
of exchange, or other evidences of debt executed or indorsed by 
directors or attorneys of a member bank may be discounted with 
such member bank on the same terms and conditions as other 
notes, drafts, hills of exchange, or evidences of debt upon the 
affirmative vote or written assent of at least a majority of the 
members of the board of directors of such member bank." No. 
examiner, public or private, shall disclose the names of borrowers 
or the collateral for loans of a member bank to other than the 
proper officers of such bank without first having obtained the 
express permission in writing from the Comptroller of the Cur- 
rency, or from the board of directors of such bank, except when 
ordered to do so by a court of competent jurisdiction, or by 
direction of the Congress of the United States, or of either House 
thereof, or any committee of Congress or of either House duly 
authorized. Any person violating any provision of this section 
shall be punished by a fine of not exceeding $5,000 or by im- 
prisonment not exceeding one year, or both. 

Except as provided in existing laws, this provision shall not 
take effect until sixty days after the passage of this Act. 

Sec. 23. The stockholders of every national banking associa- 
tion shall be held individually responsible for all contracts, debts, 
and engagements of such association, each to the amount of his 
stock therein, at the par value thereof in addition to the amount 
invested in such stock. The stockholders in any national banking 
association who shall have transferred their shares or registered 
the transfer thereof within sixty days next before the date of 
the failure of such association to meet its obligations, or with 
knowledge of such impending failure, shall be liable to the same 
extent as if they had made no such transfer, to the extent that 
the subsequent transferee fails to meet such liability; but this 
provision shall not be construed to affect in any way any recourse 
which such shareholders might otherwise have against those in 
whose names such shares are registered at the time of such 
failure. 
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Loans on Farm Lands 

"Sec. 24.^ Any national hanking association not situated in 
a central reserve city may make loans secured by improved and 
unencumbered farm land situated within its Federal reserve dis- 
trict or within a radius of one hundred miles of the place in 
which such bank is located, irrespective of district lines, and may 
also make loans secured by improved and unencumbered real 
estate located within one hundred miles of the place in which 
such bank is located, irrespective of district lines; but no loan 
made upon the security of such farm land shall be made for 
a longer time than five years, and no loan made upon the security 
of such real estate as distinguished from farm land shall be made 
for a longer time than one year nor shall the amount of any 
such loan, whether upon such farm land or upon such real estate, 
exceed fifty per centum of the actual value of 'the property 
offered as security. Any such bank may make such loans, whether 
secured by such farm land or such real estate, in an aggregate 
sum equal to twenty-five per centum of its capital and surplus 
or to one-third of its time deposits and such banks may continue 
hereafter as heretofore to receive time deposits and to pay interest 
on the same. 

" The Federal Reserve Board shall have power from time to 
time to add to the list of cities in which national banks shall not 
be permitted to make loans secured upon real estate in the manner 
described in this section." 

"Sec. 25.'' Any national banking association possessing a 
capital and surplus of $1,000,000 or more may file application 
with the Federal Reserve Board for permission to exercise, upon 
such conditions and under such regulations as may be prescribed 
by the said board, either or both of the following potvers: 

"First. To establish branches in foreign countries or de- 
pendencies or insular possessions of the United States for the 
furtherance of the foreign commerce of the United States, and 
to act if required to do so as fiscal agents of the United States. 

" Second.' To invest an amount not exceeding in the aggregate 
ten per centum of its paid-in capital stock and surplus in the 
stock of one or more banks or corporations chartered or incor- 
porated under the laws of the United States or of any State 
thereof, and principally engaged in international or foreign bank- 
ing, or banking in a dependency or insular possession of the 
United States either directly or through the agency, ownership, 

' As amended September 7, 1916. 
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or control of local institutions in foreign countries, or in such 
dependencies or insular possessions. 

"Such application shall specify the name and capital of the 
banking association filing it, the powers applied for, and the 
place or places where the banking operations proposed are to 
be carried on. The Federal Reserve Board shall have power to 
approve or to reject such application in whole or in part if 
for any reason the granting of such application is deemed inex- 
pedient, and shall also have power from time to time to increase 
or decrease the number of places where such banking operations 
may be carried on. 

"Every national banking association operating foreign 
branches shall be required to furnish information concerning the 
condition of such branches to the Comptroller of the Currency 
upon demand, and every member bank investing in the capital 
stock of banks or corporations described under sub-paragraph 
two of the first paragraph of this section shall be required to 
furnish information concerning the condition of such banks or 
corporations to the Federal Reserve Board upon demand, and the 
Federal Reserve Board may order special examinations of the 
said branches, banks, or corporations at such time or times as 
it may deem best. 

"Before any national bank shall be permitted to purchase 
stock in any such corporation the said corporation shall enter 
into an agreement or undertaking with the Federal Reserve Board 
to restrict its operations or conduct its business in such manner 
or under such limitations and restrictions as the said board may 
prescribe for the place or places wherein such business is to be 
conducted. If at any time the Federal Reserve Board shall ascer- 
tain that the regulations prescribed by it are not being complied 
with, said board is hereby authorized and empowered to institute 
an investigation of the matter and to send for persons and papers, 
subpoena witnesses, and administer oaths in order to satisfy 
itself as to the actual nature of the transactions referred to. 
Should such investigation result in establishing the failure of the 
corporation in question, or of the national bank or banks which 
may be stockholders therein, to comply with the regulations laid 
down by the said Federal Reserve Board, such national banks 
may be required to dispose of stock holdings in the said corpora- 
tion upon reasonable notice. 

"Every such national banking association shall conduct the 
accounts of each foreign branch independently of the accounts 
of other foreign branches established by it and of its home office, 
qind shaM at the end of each fiscal period transfer tq its 
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general ledger the profit or loss accrued at each branch as a 
separate item. , 

" Any director or other officer, agent, or employee of any 
member bank may, with the approval of the Federal Reserve ' 
Board, be a director or other officer, agent, or employee of any 
such bank or corporation above mentioned in the capital stock 
of which such member bank shall have invested as hereinbefore 
provided, without being subject to the provisions of section eight 
of the Act approved October fifteenth, nineteen hundred and 
fourteen, entitled 'An Act to supplement existing laws against 
unlawful restraints and monopolies, and for other purposes.'" 

Sec. 26. All provisions of law inconsistent with or super- 
seded by any of the provisions of this Act are to that extent 
and to that extent only hereby repealed: Provided, Nothing in 
this Act contained shall be construed to repeal the parity pro- 
vision or provisions contained in an Act approved March four- 
teenth, nineteen hundred, entitled " An Act to define and fix the 
standard of value, to maintain the parity of all forms of money 
issued or coined by the United States, to refund the public debt, 
and for other purposes," and the Secretary of the Treasury may 
for the purpose of maintaining such parity and to strengthen 
the gold reserve, borrow gold on the security of United States 
bonds authorized by section two of the Act last referred to or 
for one-year gold notes bearing interest at a rate of not to exceed 
three per centum per annum, or sell the same if necessary to 
obtain gold. When the funds of the Treasury on hand justify, 
he may purchase and retire such outstanding bonds and notes. 

"See. 27.'' The provisions of the Act of May thirtieth, nine- 
teen hundred and eight, authorizing national currency associa- 
tions, the issue of additional national-bank circulation, and 
creating a National Monetary Commission, whi'ch expires by 
limitation under the terms of such Act on the thirtieth day of 
June, nineteen hundred and fourteen, are hereby extended to 
June thirtieth, nineteen hundred and fifteen, and sections fifty-one 
hundred and fifty-three, fifty-one hundred and seventy-two, fifty- 
one hundred and ninety-one, and fifty-two hundred and fourteen 
of the Revised Statutes of the United States, which were amended 
by the Act of May thirtieth, nineteen hundred and eight, are 
hereby reenacted to read as such sections read prior to May 
thirtieth, nineteen hundred and eight, subject to such amendments 
or modifications as are prescribed in this Act: Provided, however, 
That section nine of the Act first referred to in this section is 

' As amended August 4, 1914. Public — No. 163 — 63d CongreBa. 
[S. 6192.] 
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hereby amended so as to change the tax rates fixed in said Act 
hy making the portion applicable thereto read as follows: 

" National banking associations having circulating notes se- 
cured otherwise than by bonds of the United States, shall pay 
for the first three months a tax at the rate of three per centum 
per annum upon the average amount of such of their notes in 
circulation as are based upon the deposit of such securities, and 
afterwards an additional tax rate of one-half of one per centum 
per annum for each month until a tax of six per centum per 
annum is reached, and thereafter such tax of six per centum per 
annum upon the average amount of such notes: Provided further, 
That whenever in his judgment he may deem it desirable, the 
Secretary of the Treasury shall have power to suspend the limita- 
tions imposed by section one and section three of the Act referred 
to in this section, which prescribe that such additional circulation 
secured otherwise than by bonds of the United States shall be 
issued only to National banks having circulating notes outstand- 
ing secured by the deposit of bonds of the United States to an 
amount not less than forty per centum of the capital stock of 
such banks, and to suspend also the conditions and limitations 
of section five of said Act except that no bank shall be permitted 
to issue circulating notes in excess of one hundred and twenty-five 
per centum of its unimpaired capital and surplus. He shall 
require each bank and currency association to maintain on deposit 
in the Treasury of ffee United States a sum in gold sufficient in 
his judgment for the redemption of such notes, but in no event 
less than five per centum. He may permit National banks, during 
the period for which such provisions are suspended, to issue 
additional circulation under the terms and conditions of the Act 
referred to as herein amended: Provided further. That the Secre- 
tary of the Treasury, in his discretion, is further authorized to 
extend the benefits of this Act to all qualified State banks and 
trust companies, which have joined the Federal reserve system, 
or which may contract to join within fifteen days after the 
passage of this Act." 

Sec. 28. Section fifty-one hundred and forty-three of the Re- 
vised Statutes is hereby amended and reenacted to read as follows : 
Any association formed under this title may, by the vote of share- 
holders owning two-thirds of its capital stock, reduce its capital 
to any sum not below the amount required by this title to author- 
ize the formation of associations; but no such reduction shall 
be allowable which will reduce the capital of the association 
below the amount required for its outstanding circulation, nor 
shall any reduction be made until the amount of the proposed 
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reduction has been reported to the Comptroller of the Currency 
and such reduction has been approved by the said Comptroller 
of the Currency and by the Federal Reserve Board, or by the 
organization committee pendiag the organization of the Federal 
Reserve Board. 

Sec. 29. If any clause, sentence, paragraph, or part of this 
Act shall for any reason be adjudged by any court of competent 
jurisdiction to be invalid, such judgment shall not affect, impair, 
or invalidate the remainder of this Act, but shall be confined 
in its operation to the clause, sentence, paragraph, or part thereof 
directly involved in the controversy in which such judgment shall 
have been rendered. 

See. 30. The right to amend, alter, or repeal this Act is 
hereby expressly reserved. 
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REGULATIONS OF THE FEDERAL RESERVE 
BOARD 

REGULATION A, SERIES OF 1917 

(Superseding Regulation A of 1916) 

Rediscounts Undee Section 13 

a. notes, drafts, and bills of exchange 

I. General statutory provisions 

Any Federal Reserve Bank may discount for any of its member 
banks any note, draft, or bill of exchange provided — 

(a) It has a maturity at the time of discount of not more 
than 90 days, exclusive of days of grace; but if drawn or issued 
for agricultural purposes or based on live stock, it may have 
a maturity at the time of discount of not more than six months, 
exclusive of days of grace. 

(6) It arose out of actual commercial transactions; that is, 
it must be a note, draft, or bill of exchange which has been 
issued or drawn for agricultural, industrial, or commercial pur- 
poses, or the proceeds of which have been used or are to be used 
for such purposes. 

(c) It was not issued for carrying or trading in stocks, bonds, 
or other investment securities, except bonds and notes of the 
Government of the United States. 

(d). The aggregate of notes, drafts, and bills bearing the sig- 
nature or indorsement of any one borrower, whether a person, 
company, firm, or corporation redisconnted for any one member 
bank shall at no time exceed 10 per cent of the unimpaired 
capital and surplus of such bank; but this restriction shall not 
apply to the discount of bills of exchange drawn in good faith 
against actually existing values. 

(e) It is indorsed by a member bank. 

(/) It conforms to all applicable provisions of this regulation. 

353 
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II. General character of notes, drafts, and bills of exchange 
eligible 

The Federal Reserve Board, exercising its statutory right to 
define the character of a note, draft, or bill of exchange eligible 
for rediscount at a Federal Reserve Bank, has determined that— 

(a) It must be a note, draft, or bill of exchange the proceeds 
of which have been used or are to be used in producing, pur- 
chasing, carrying, or marketing goods ^ in one or more of the 
steps of the process of production, manufacture, or distribution. 

(b) It must not be a note, draft, or bill of exchange the pro- 
ceeds of which have been used or are to be used for permanent 
or fixed investments of any kind, such as land, buildings, or 
machinery. 

(c) It must not be a note, draft, or bill of exchange the pro- 
ceeds of which have been used or are to be used for investments 
of a purely speculative character. 

(d) It may be secured by the pledge of goods or collateral 
provided it is otherwise eligible. 

III. Applications for rediscount 

All applications for the rediscount of notes, drafts, or bills of 
exchange must contain a certificate of the member bank, in form 
to be prescribed by the Federal Reserve Bank, that, to the best 
of its knowledge and belief, such notes, drafts, or biUs of ex- 
change have been issued for one or more of the purposes men- 
tioned in II (a). 

IV. Promissory notes. 

(a) Definition. — ^A promissory note, within the meaning of 
this regulation, is defined as an unconditional promise, in writing, 
signed by the maker, to pay, in the United States, at a fixed or 
determinable future time, a sum certain in dollars to order or 
to bearer. 

(6) Evidence of eligibility and requirement of statements. — A 
Federal Reserve Bank must be satisfied by reference to the note 
or otherwise that it is eligible for rediscount. Compliance of a 
note with II (6) may be evidenced by a statement of the bor- 
rower showing a reasonable excess of quick assets over current 
liabilities. The member bank shall certify in its application 
whether the note offered for rediscount has been discounted for 

' When used In this regulation the word " goods " shall be con- 
strued to include goods, wares, merchandise, or agricultural products, 
including live stock. 
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a depositor or another member bank or whether it has been 
purchased from a non-depositor. It must also certify whether a 
financial statement of the borrower is on file. 

Such financial statements must be on file with respect to all 
notes offered for rediscount which have been purchased from 
sources other than a depositor or a member bank. With respect 
to any other note offered for rediscount, if no statement is on 
file, a Federal Reserve Bank shall use its discretion in taking the 
steps necessary to satisfy itself as to eligibility. It is authorized 
to waive the requirement of a statement with respect to any note 
discounted by a member bank for a depositor or another member 
bank : • 

(1) If it is secured by a warehouse, terminal, or other similar 
receipt covering goods in storage; 

(2)' If the aggregate of obligations of the borrower redis- 
counted and offered for rediscount at the Federal Reserve Bank 
is less than a sum equal to 10 per cent of the paid-in capital of 
the member bank and does not exceed $5,000. 

V. Drafts, bills of exchange, and trade acceptances 

(a) Definition. — A draft or bill of exchange, within the mean- 
ing of this regulation, is defined as an unconditional order in 
writing, addressed by one person to another other than a banker 
as defined under B (6), signed by the person giving it, requiring 
the person to whom it is addressed to pay, in the United States, 
at a fixed or determinable future time, a sum certain in dollars 
to the order of a specified person; and a trjide acceptance is 
defined as a draft or bill of exchange drawn* by the seller on 
the purchaser of goods sold and accepted by such purchaser. 

(6) Evidence of eligibility. — A Federal Reserve Bank shall 
take such steps as it deems necessary to satisfy itself as to the 
eligibility of the draft oi bill offered for rediscount, unless it 
presents prima facie evidence thereof or bears a stamp or certifi- 
cate affixed by the acceptor or drawer showing that it is a trade 
acceptance. 

VI. Six months' agricultural paper 

(a) Definition. — Six months' agricultural paper, within the 
meaning of this regulation, is defined as a note, draft, bill of 
exchange, or trade acceptance drawn or issued for agricultural 
purposes, or based on live stock; that is, a note, draft, bill of 
exchange, or trade acceptance the proceeds of which have been 
used, or are to be used, for agricultural purposes, including the 
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breeding, raising, fattening, or marketing of live stock, and which 
has a maturity at the time of discount of not more than six 
months, exclusive of days of grace. 

(&) Eligibility. — To be eligible for rediscount, six months' agri- 
cultural paper, whether a note, draft, bill of exchange, or trade 
acceptance, must comply with the respective sections of this 
regulation which would apply to it if its maturity were 90 days 
or less. 

VII. Commodity paper 

(a) Definition. — Commodity paper within the meaning of this 
regulation is defined as a note, draft, bill of exchange, or trade 
acceptance accompanied and secured by shipping documents or 
by a warehouse, terminal, or other similar receipt covering ap- 
proved and readily marketable, non-perishable staples, properly 
insured. 

(b) Eligibility. — To be eligible for rediscount at the special 
rates authorized to be established for commodity paper; such a 
note, draft, bill of exchange, or trade acceptance must also 
comply with the respective sections of this regulation applicable 
to it, must conform to the requirements of the Federal Reserve 
Bank relating to shipping documents, receipts, insurance, etc., 
and must be a note, draft, bill of exchange, or trade acceptance 
on which the rate of interest or discount — including commission — 
charged the maker does not exceed 6 per cent per annum. 

(c) Suspension of commodity rate. — As the special rate on 
commodity paper is intended to assist actual producers during 
crop-moving periods and is not designed to benefit speculators, 
the Board reserves the right to suspend the special rates herein 
provided whenever it is apparent that the movement of crops, 
which this rate is intended to facilitate, has been practically 
completed. 

B. bankers' acceptances 

(a) General statutory provisions. — Any Federal Reserve Bank 
may discount for any of its member banks bankers' acceptances 
which have a maturity at the time of discount of not more than 
three months' sight, exclusive of days of grace, which are indorsed 
by at least one member bank and which grow out of transactions 
involving the importation or exportation of goods; or, which 
grow out of transactions involving the domestic shipment of 
goods, provided shipping documents are attached at the time of 
acceptance; or, which are secured at the time of acceptance by 
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a warehouse receipt or other such document conveying or securing 
title covering readily marketable staples. Any Federal Reserve 
Bank may also acquire drafts or bills of exchange drawn on 
member banks by banks or bankers in foreign countries or de- 
pendencies or insular possessions of the United States for the 
purpose of furnishing dollar exchange. 

(&) Definition. — ^A banker's acceptance within the meaning of 
this regulation is defined as a draft or bill of exchange of which 
the acceptor is a bank or trust company, or a firm, person, com- 
pany, or corporation engaged in the business of granting bankers' 
acceptance credits. 

(c) Eligibility. — To be eligible for rediscount the bill must 
have been drawn under a credit opened for the purpose of 
conducting, or settling accounts resulting from, a transaction or 
transactions involving (1) the shipment of goods between the 
United States and any foreign country, or between the United 
States and any of its dependencies or insular possessions, or 
between foreign countries, or (2) the domestic shipment of goods, 
provided shipping documents are attached at the time of accept- 
ance; or it must be a bill which is secured at the time of accept- 
ance by a warehouse receipt or other such document conveying 
or securing title covering readily marketable staples. Any Fed- 
eral Reserve Bank may also acquire drafts or bills drawn by a 
bank or banker in a foreign country or dependency or insular 
possession of the United States for the purpose of furnishing 
dollar exchange and accepted by a member bank in accordance 
with the provisions of Regulation C. Such drafts or bills may 
be acquired prior to acceptance provided they have the indorse- 
ment of a member bank. 

(d) Evidence of eligibility. — A Federal Reserve Bank must be 
satisfied, either by reference to the acceptance itself or otherwise, 
that it is eligible for rediscount. Satisfactory evidence of eligi- 
bility may consist of a stamp or certificate afiixed by the acceptor. 

■ in form satisfactory to the Federal Reserve Bank. 

REGULATION B, SERIES OF 1917 
(Superseding Regulation B of 1916) 

Opek-Maeket Purchases or Bills of Exchange, Trade Ac- 
ceptances, AND Bankers' Acceptances Under Section 14 

I. General statutory provisions 
Section 14 of the Federal Reserve Act permits Federal Reserve 
Banks under rules and regulations to be prescribed by the Federal 
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Reserve Board to purchase and sell in the open market from 
banks, firms, corporations, or individuals, bankers' acceptances 
and bills of exchange of the kinds and maturities made eligible 
by the Act for rediscount, with or without the indorsement of 
a member bank. 

II. General character of bills and acceptances eligible 

The Federal Reserve Board, exercising its statutory right to 
regulate the purchase of bills of exchange and acceptances, has 
determined that a bill of exchange or acceptance, to be eligible 
for purchase by Federal Reserve Banks under section 14 — 

(o) Must not have been issued for carrying or trading in 
stocks, bonds, or other investment securities, except bonds and 
notes of the Government of the United States. 

(6) Must not be a bill the proceeds of which have been used 
or are to be used for permanent or fixed investments of any 
kind, such as land, buildings, or machinery, or for investments 
of a merely speculative character. 

(c) Must have been accepted by the drawee prior to purchase 
by a Federal Reserve Bank unless it is accompanied and secured 
by shipping documents or by a warehouse, terminal, or other 
similar receipt 'conveying security title. 

(d) May be secured by the pledge of goods ^ or collateral, 
provided it is otherwise eligible. 

In addition to the above general requirements, each bill of 
exchange and trade acceptance purchased under the terms of this 
regulation must also conform to the more specific requirements 
set forth under III, and each banker's acceptance must also con- 
form to the more specific requirements set forth under IV. 

III. Bills of exchange and trade acceptances 

(a) Definition. — A bill of exchange, within the meaning of 
this regulation, is defined as an unconditional order in writing, 
addressed by one person to another, other than a banker as 
defined under IV (a), signed by the person giving it, requiring 
the person to whom it is addressed to pay, in the United States, 
at a fixed or determinable future time, a sum certain in dollars ' 
to the order of a specified person; and a trade acceptance is 
defined as a bill of exchange drawn by the seller on the purchaser 
of goods sold, and accepted by such purchaser. 

(b) Eligibility. — To be eligible for purchase the bill must have 
'■ When used in this regulation the word " goods " shall be con- 
strued to include goods, wares, merchandise, or agricultural products, 
including live stock. 
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arisen out of an actual eommereial transaction, domestic or 
foreign; that is, it must be a bill which has been issued or drawn 
for agricultural, industrial, or commercial purposes or the pro- 
ceeds of which have been used or are to be used for the purposes 
of producing, purchasing, carrying, or marketing goods in one 
or more of the steps of the process of production, manufacture, 
or distribution. It must have a maturity at time of purchase 
of not more than 90 days, exclusive of days of grace. 

(c) Evidence of eligibility. — A Federal Reserve Bank shall 
take such steps as it deems necessary to satisfy itself as to the 
eligibility of the bill offered for purchase, unless it presents 
prima facie evidence thereof or bears a stamp or certificate 
affixed by the acceptor or drawer showing that it is a trade 
acceptance. 

(d) Statements. — ^Unless indorsed by a member bank, a bill 
is not eligible for purchase until a satisfactory statement has 
been furnished of the financial condition of one or more of the 
parties thereto. 

IV. Bankers' acceptances 

(a) Definition. — A banker's acceptance, within the meaning of 
this regulation, is a bill of exchange of which the acceptor is a 
bank or trust company, or a firm, person, company, or corporation 
engaged in the business of granting bankers' acceptance credits. 

(b) Eligibility. — To be eligible for purchase, the bill which 
must have a maturity at time of purchase of not more than three 
months, exclusive of days of grace, must have been drawn under 
a credit opened for the purpose of conducting, or settling ac- 
counts resulting from, a transaction or transactions involving — 

(1) The shipment of goods between the United States and any 
foreign country, or between the United States and any of its 
dependencies or insular possessions, or between foreign countries, 
or 

(2) The shipment of goods within the United States, provided 
the bill at the time of its acceptance is accompanied by shipping 
documents, or 

(3) The storage within the United States of readily marketable 
goods, provided the acceptor of the bill is secured by warehouse, 
terminal, or other similar receipt, or 

(4) The storage within the United States of goods which have 
been actually sold, provided the acceptor of the bill is secured by 
the pledge of such goods ; 

or it must be a bill drawn by a bank or banker in a foreign 
country or dependency or insular possession of the United States 
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for the purpose of furnishing dollar exchange. In this latter 
case the bank or banker drawing the bill must be in a country, 
dependency, or possession whose usages of trade have been deter- 
mined by the Federal Reserve Board to require the drawing of 
bills of this character. 

(c) Evidence of eligibility. — A Federal Reserve Bank must be 
satisfied either by reference to the acceptance itself, or otherwise, 
that it is eligible for purchase. Satisfactory evidence of eligibility 
may consist of a stamp or certificate affixed by the acceptor, in 
form satisfactory to the Federal Reserve Bank. No evidence of 
eligibility is required with respect to a bill accepted by a national 
bank. 

(d) Statements. — ^Bankers' acceptances, other than those ac- 
cepted or indorsed by member banks, shall be eligible for pur- 
chase only after the acceptor has furnished a satisfactory 
statement of financial condition in form to be approved by the 
Federal Reserve Board and has agreed in writing with a Federal 
Reserve Bank to inform it upon request concerning the transac- 
tions underlying such acceptances. 



REGULATION C, SERIES OF 1917 

(Superseding Regulation C of 1916) 

Acceptance by Member Banks of Drafts and Bills op 
Exchange 

A. acceptance of drafts or bills of exchange drawn against 
domestic or foreign shipments op goods or secured by 
warehouse receipts covering readily marketable staples 

I. Statutory provisions 

Under the provisions of the fifth paragraph of section 13 of 
the Federal Reserve Act, as amended by the acts of September 7, 
1916, and June 21, 1917, any member bank may accept drafts or 
bills of exchange drawn upon it, having not more than six 
months' sight to run, exclusive of days of grace, which grow out 
of transactions involving the importation or exportation of goods ; 
or which grow out of transactions involving the domestic ship- 
ment of goods, provided shipping documents conveying or secur- 
ing title are attached at the time of acceptarlce; or which are 
secured at the time of acceptance by a warehouse receipt or other 
such document conveying or securing title covering, readily mar- 
ketable staples. This paragraph limits the amount which any 
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bank shall accept for any one person, company, firm, or corpora- 
tion, whether in a foreign or domestic transaction, to an amount 
not exceeding at any time, in the aggregate, more than 10 per 
cent of its paid-up and unimpaired capital stock and surplus. 
This limit, however, does not apply in any case where the accept- 
ing bank is secured either by attached documents or by some 
other actual security growing out of the same transaction as the 
acceptance. The law also provides that any bank may accept 
such bills up to an amount not exceeding at any time, in the 
aggregate, more than one-half of its paid-up and unimpaired 
capital stock and surplus; or, with the approval of the Federal 
Reserve Board, up to an amount not exceeding at any time, in 
the aggregate, more than 100 per cent of its paid-up and unim- 
paired capital stock and surplus. In no event, however, shall 
the aggregate amount of acceptances growing out of domestic 
transactions exceed 50 per cent of such capital stock and surplus. 

II. Begulations 

(1) Under the provisions of the law referred to above the 
Federal Reserve Board has determined that any member bank, 
having an rmimpaired surplus equal to at least 20 per cent of 
its paid-up capital, which desires to accept drafts or bills of 
exchange drawn for the purposes described above, up to an 
amount not exceeding at any time, in the aggregate, 100 per cent 
of its paid-up and unimpaired capital stock and surplus, may 
file an application for that purpose with the Federal Reserve 
Board. Such application must be forwarded through the Federal 
Reserve Board. Such application must be forwarded through 
the Federal Reserve Bank of the district in which the applying 
bank is located. 

(2) The Federal Reserve Bank shall report to the Federal 
Reserve Board upon the standing of the applying bank, stating 
whether the business and banking conditions prevailing in its 
district warrant the granting of such applications. 

(3) The approval of any such application may be rescinded 
upon 90 days' notice to the bank affected. 

B. ACCEPTANCE OF DRAFTS OR BILLS OF EXCHANGE DRAWN FOR THE 
PURPOSE OF CREATING DOLLAR EXCHANGE 

I. Statutory provisions 

Section 13 of the Federal Reserve Act also provides that any 
member bank may accept drafts or bills of exchange drawn 
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upon it having not more than three months' sight to run, ex- 
elusive of days of grace, drawn, under regulations to be pre- 
scribed by the Federal Reserve Board, by banks or bankers in 
foreign countries or dependencies or insular possessions of the 
United States for the purpose of furnishing dollar exchange as 
required by the usages of trade in the respective countries, 
dependencies, or insular possessions. 

No member bank shall accept such drafts or bills of exchange 
for any one bank to an amount exceeding in the aggregate 10 
per centum of the paid-up and unimpaired capital and surplus 
of the accepting bank unless the draft or bill of exchange is 
accompanied by documents conveying or securing title or by some 
other adequate security. No member bank shall accept such 
drafts or bills in an amount exceeding at any time in the aggregate 
one-half of its paid-up and unimpaired capital and surplus. This 
50 per cent limit is separate and distinct from and not included 
in the limits placed upon the acceptance of drafts and bills of 
exchange as described under section A of this regulation. 

II. Regulations 

Any member bank desiring to accept drafts drawn by banks or 
bankers in foreign countries or dependencies or insular posses- 
sions of the United States for the purpose of furnishing dollar 
exchange shall first make an application to the Federal Reserve 
Board setting forth the usages of trade in the respective countries, 
dependencies, or insular possessions in which such banks or 
bankers are located. 

If the Federal Reserve Board should determine that the usages 
of trade in such countries, dependencies, or possessions require 
the granting of the acceptance facilities applied for, it will notify 
the applying bank of its approval and will also publish in the 
Federal Beserve Bulletin the name or names of those countries, 
dependencies, or possessions in which banks or bankers are author- 
ized to draw on member banks whose applications have been 
approved for the purpose of furnishing dollar exchange. 

The Federal Reserve Board reserves the right to modify or 
on 90 days' notice to revoke its approval either as to any par- 
ticular member bank or as to any foreign country or dependency 
or insular possession of the United States in which it has author- 
ized banks or bankers to draw on member banks for the purpose 
of furnishing dollar exchange. 
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REGULATION D, SERIES OP 1917 

(Superseding Regulation D of 1916) 
Time Deposits and Savings Accounts 

Section 19 of the Federal Reserve Act provides, in part, as 
follows : 

Demand deposits, within the meaning of this act, shall comprise 
all deposits payable within 30 days, and time deposits shall comprise 
all deposits payable after 30 days, and all savings accounts and 
certificates of deposit which are subject to not leas than 30 days' 
notice before payment, and all postal savings deposits. 

Time deposits, open accounts 

The term "time deposits, open accounts" shall be held to 
include all accounts, not evidenced by certificates of deposit or 
savings pass books, in respect to which a written contract is 
entered into with the depositor at the time the deposit is made 
that neither the whole nor any part of such deposit may be 
withdrawn by check or otherwise, except on a given date or on 
written notice given by the depositor a certain specified number 
of days in advance, in no case less than 30 days. 

Savings accounts 

The term "savings accounts" shall be held to include those 
accounts of the bank in respect to which, by its printed regula- 
tions, accepted by the depositor at the time the account is 
opened — 

(o) The pass book, certificate, or other similar form of receipt, 
must be presented to the bank whenever a deposit or withdrawal 
is made, and 

(6) The depositor may at any time be required by the bank 
to give notice of an intended withdrawal not less than 30 days 
before a withdrawal is made. 

Time certificates of deposit 

A " time certificate of deposit " is defined as an instrument 
evidencing the deposit with a bank, either with or without inter- 
est, of a certain sum specified on the face of the certificate 
payable in whole or in part to the depositor or on his order — 

(a) On a certain date, specified on the certificate, not less than 
30 days after the date of the deposit, or 
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(6) After the lapse of a certain specified time subsequent to 
the date of the certificate, in no case less than 30 days, or 

(c) Upon written notice given a certain specified number of 
days, not less than 30 days before the date of repayment, and 

(d) In all cases only upon presentation of the certificate at 
each withdrawal for proper indorsement or surrender. 

REGULATION E, SERIES OP 1917 
(Superseding Regulation E of 1916) 

PUKCHASE OF WARRANTS 

Statutory requirements 
Section 14 of the Federal Reserve Act reads in part as follows : 

Every Federal Reserve Bank shall have power — 

(6) To buy and sell, at home or abroad, bonds and notes of the 
United States, and bills, .notes, revenue bonds, and warrants with 
a maturity from date of purchase of not exceeding six months, issued 
in anticipation of the collection of taxes or in anticipation of the 
receipt of assured revenues by any State, county, district, political 
subdivision, or municipality in the continental United States, includ- 
ing irrigation, drainage, and reclamation districts, such purchases 
to be made in accordance with rules and regulations prescribed by 
the Federal Eeserve Board. 

For brevity's sake, the term "warrant" when used in this 
regulation shall be construed to mean " bills, notes, revenue bonds, 
and warrants with a maturity from date of purchase of not 
exceeding six months," and the term "municipality" shall be 
construed to mean " State, county, district, political subdivision, 
or municipality in the continental United States, including irriga- 
tion, drainage, and reclamation districts." 

Regulation 

I. Any Federal Reserve Bank may purchase warrants issued 
by a municipality in anticipation of the collection of taxes or in 
anticipation of the receipt of assured revenues, provided — 

{a) They are the general obligations of the entire municipality; 
it being intended to exclude as ineligible for purchase all such 
obligations as are payable from " local benefit " and " special 
assessment '' taxes when the municipality at large is not directly 
or ultimately liable; 

(6) They are issued in anticipation of taxes or revenues which 
are due and payable on or before the date of maturity of such 
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warrants; but the Federal Reserve Board may waive this condi- 
tion in specific cases. For the purposes of this regulation, taxes 
shall be considered as due and payable on the last day on which 
they may be paid without penalty; 

(c) They are issued by a municipality — 

(1) Which has been in existence' for a period of 10 years; 

(2) Which for a period of 10 years previous to the purchase 
has not defaulted ' for longer than 15 years in the pajonent of 
any part of either principal or interest of any funded debt 
authorized to be contracted by it; 

(3) Whose net funded indebtedness ' does not exceed 10 per 
centum of the valuation of its taxable property, to be ascertained 
by the last preceding valuation of property or the assessment of 
taxes. 

II. Except with the approval of the Federal Reserve Board, no 
Federal Reserve Bank shall purchase and hold an amount in 
excess of 25 per centum of the total amount of warrants out- 
standing at any time and issued in conformity with provisions 
of section 14 (6) above quoted, and actually sold by a munici- 
pality. 

III. Except with the approval of the Federal Reserve Board, 
the aggregate amount invested by any Federal Reserve Bank in 
warrants of all kinds shall not exceed at the time of purchase 
a sum equal to 10 per centum of the deposits kept by its member 
banks with such Federal Reserve Bank. . 

IV. Except with the approval of the Federal Reserve Board, 
the maximum amount which may be invested at the time of 
purchase by any Federal Reserve Bank in warrants of any single 
municipality shall be limited to the following percentages of the 
deposits kept in such Federal Reserve Bank by its member banks : 

Five per centum of such deposits in warrants of a municipality 
of 50,000 population or over; 

Three per centum of such deposits in warrants of a munici- 
pality of over 30,000 population, but less than 50,000; 

One per centum of such deposits in warrants of a municipality 
of over 10,000 population, but less than 30,000. 

V. Warrants of a municipality of 10,000 population or less 
shall be purchased only with the special approval of the Board. 

The population of a municipality shall be determined by the 
last Federal or State census. Where it cannot be exactly deter- 
mined the Board will make special rulings. 

VI. Opinion of recognized counsel on municipal issues or of 
the regularly appointed counsel of the municipality as to the 

' See Appendix to this regulation. 
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legality of the issue shall be secured and approved in each ease 
by counsel for the Federal Reserve Bank. 

VII. Any Federal Reserve Bank may purchase from any of 
its member banks warrants of any municipality, indorsed by such 
member bank, with waiver of demand, notice, and protest, up to 
an amount not to exceed 10 per centum of the aggregate capital 
and surplus of such member bank: Provided, however, That such 
warrants comply with provisions I and III of these regulations, 
except that where a period of 10 years is mentioned in I (c) 
hereof a period of 5 years shall be substituted for the purposes 
of this clause. 

Appendix to Regulation E 

"net funded indebtedness" 

The term "net funded indebtedness" is hereby defined to 
mean the legal gross indebtedness of the municipality (including 
the amount of any school district or other bonds which depend 
for their redemption upon taxes levied upon property within 
the municipality) less the aggregate of the following items : 

(1) The amount of outstanding bonds or other debt-obliga- 
tions made payable from current revenues; 

(2) The amount of outstanding bonds issued for the purpose 
of providing the inhabitants of a municipality with public utili- 
ties, such as waterworks, docks, electric plants, transportation 
facilities, etc. : Provided, That evidence is submitted showing that 
the income from such utilities is sufi&eient for maintenance, for 
payment of interest on such bonds, and for accumulation of a 
sinking fund for their redemption; 

(3) The amount of outstanding improvement bonds, issued 
under laws which provide for the levying of special assessments 
against abutting property in amounts sufficient to insure the 
payment of interest on the bonds and the redemption thereof: 
Provided, That such bonds are direct obligations of the munici- 
pality and included in the gross indebtedness of the municipality; 

(4) The total of all sinking funds accumulated for the redemp- 
tion of the gross indebtedness of the municipality, except sinking 
funds applicable to bonds just described in,(l), (2), and (3) 

. above. 

" existence " and " NON-DEFAUI/r " 

Warrants will be construed to comply with that part of I (c) 
of Regulation E relative to term of existence and nou-4efault 
under the following conditions; 
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(1) "Warrants Issued by or in behalf of any municipality 
which was, subsequent to the issuance of such warrants, con- 
solidated with or merged into an existing political division which 
meets the requirements of these regulations, will be deemed to 
be the warrants of such political division: Provided, That such 
warrants were assumed by such political division under statutes 
and appropriate proceedings the effect of which is to make such 
warrants general obligations of such assuming political division 
and payable, either directly or ultimately, without limitation to 
a special fund from the proceeds of taxes levied upon all the 
taxable real and personal property within its territorial hmits. 

(2) Warrants issued by or in behalf of any municipality which 
was, subsequent to the issuance of such warrants, wholly suc- 
ceeded by a newly organized political division whose term of 
existence, added to that of such original political division or of 
any other political division so succeeded, is equal to a period of 
10 years will be deemed to be warrants of such succeeding 
political division: Provided, That during such period none of 
such political divisions shall have defaulted for a period exceed- 
ing 15 days in the payment of any part of either principal or 
interest of any funded debt authorized to be contracted by it: 
And provided further, That such warrants were assumed by such 
new political division, under statutes and appropriate proceed- 
ings the effect of which is to make such warrants general obliga- 
tions of such assuming political division and payable, either 
directly or ultimately, without limitation to a special fund from 
the proceeds of taxes levied upon all the taxable real and personal 
property within its territorial limits. 

(3) Warrants issued by or in behalf of any municipality which, 
prior to such issuance, became the successor of one or more, or 
was formed by the consolidation or merger of two or more, pre- 
existing political divisions, the term of existence of one or more 
of which, added to that of such succeeding or consolidated po- 
litical division, is equal to a period of 10 years, will be deemed 
to be warrants of a political division which has been in existence 
for a period of 10 years : Provided, That during such period none 
of such original, succeeding, or consolidated political divisions 
shall have defaulted for a period exceeding 15 days in the pay- 
ment of any part of either principal or interest of any funded 
debt authorized to be contracted by it. 
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REGULATION F, SERIES OF 1917 
(Superseding Eegalation F of 1916) , ^ 

Trust Powees of National Banks 

I. Statutory provisions 
The Federal Reserve Act provides: 

Sec. 11. The Federal Eeserve Board shall be authorized and 
empowered : 

{k) To grant by special permit to national banks applying there- 
for, when not in contravention of State or local law, the right to 
act as trustee, executor, administrator, or registrar of stocks and 
bonds, under such rules and regulations as the said board may 
prescribe. 

II. Applications 

A national bank desiring to exercise any or all of the privileges 
authorized by section 11, subsection (fc), of the Federal Reserve 
Act shall make application to the Federal Reserve Board on a 
form approved by said Board (Form No. 61). Such application 
shall be forwarded by the applying bank to the Chairman of the 
board of directors of the Federal Reserve Bank of its district, 
and shall thereupon be transmitted to the Federal Reserve Board 
with his recommendations. 

III. Separate departments 

Every national bank permitted to act under this section shall 
establish a separate trust department, and shall place such de- 
partment under the management of an officer or officers, whose 
duties shall be prescribed by the board of directors of the bank. 

IV. Provision for keeping tntst funds 

The funds, securities, and investments held in each trust shall 
be held separate and distinct from the general funds and securities 
of the bank, and separate and distinct one from another. The 
ledgers and other books kept for the trust department shall be 
entirely separate and apart from the other books and records of 
the bank. 
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V. Examinations 



Examiners appointed by the Comptroller of the Currency or 
designated by the Federal Reserve Board will hereafter be in- 
structed to make thorough and complete audits of the cash, 
securities, accounts, and investments of the trust department of 
every bank at the same time that examination is made of the 
banking department. 

VI. Conformity with State laws 

Nothing in these regulations shall be construed to give to a 
national bank doing business as trustee, executor, administrator, 
or registrar of stocks and bonds under section 11 (fc) of the 
Federal Reserve Act any rights or privileges in contravention of 
the laws of the State in which the bank is located. 

VII. Revocation of permits 

The Federal Reserve Board reserves the right to revoke per- 
mits granted under these regulations in any case where in the 
opinion of the Board a bank has willfully violated the provisions 
of these regulations or the laws of any State relating to the 
operations of such bank when acting as trustee, executor, admin- 
istrator, or register of stocks and bonds. 

VIII. Changes in rules 

These regulations are subject to change by the Federal Re- 
serve Board; provided, however, that no such change shall preju- 
dice obligations undertaken in good faith under regulations in 
effect at the time the obligation was assumed. 



RE.GULATION G, SERIES OF 1917 

(Superseding Regulation G of 1916) 

Loans on Farm Land and Other Real Estate 

Section 24 of the Federal Reserve Act provides in part that — 

Any national banking association not situated in a central reserve 
city may make loans secured by improved and unencumbered farm 
land situated within its Federal reserve district or within a radius 
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of one hundred miles of the place in which such bank is located, 
Irrespective of district lines, and may also make loans secured by 
improved and unencumbered real estate located within one hundred 
miles of the place in which such bank is located, irrespective of 
district lines; but no loan made upon the security of such farm 
land shall be made for a longer time than five years, and no loan 
made upon the security of such real estate as distinguished from 
farm land shall be made for a longer time than one year nor shall the 
amount of any such loan, whether upon such farm land or upon 
such real estate, exceed fifty per centum of the actual value of the 
property offered as security. Any such bank may make such loans, 
whether secured by such farm land or such real estate, in an 
aggregate sum equal to twenty-five per centum of its capital and 
surplus or to one-third of its time deposits and such banks may 
continue hereafter as heretofore to receive time deposits and to pay 
interest on the same. 

National banks not located in central reserve cities may, there- 
fore, legally make loans secured by improved and unencumbered 
farm land or other real estate as provided by this section. 

Certain conditions and restrictions must, however, be observed — 

(a) There must be no prior lien on the land; that is, the 
lending bank must hold an absolute first mortgage or deed of 
trust. 

(6) The amount of the loan must not exceed 50 per cent of 
the actual value of the land by which it is secured. 

(c) The maximum amount of loans which a national bank 
may make on real estate, whether on farm land or on other real 
estate as distinguished from farm land, is limited under the 
terms of the act to an amount not in excess of one-third of its 
time deposits at the time of the making of the loan, and not in 
excess of one-third of its average time deposits during the pre- 
ceding calendar year: Provided, however, That if one-third of 
such time deposits as of the date of making the loan or one- 
third of the average time deposits for the preceding calendar 
year, is less than one-fourth of the capital and surplus of the 
bank as of the date of making the loan, the bank in such event 
shall have authority to make loans upon real estate under the 
terms of the act to the extent of one-fourth of the bank's capital 
and surplus as of that date. 

(d) Farm land to be eligible as security for a loan by a national 
bank must be situated within the Federal Reserve District in 
which such bank is located or within a radius of 100 miles of such 
bank irrespective of district lines. 

(e) Real estate as distinguished from farm land to be eligible 
as security for a loan by a national bank must be located within 
a radius of 100 miles of such bank irrespective of district lines. 



APPENDIX B 371 

(/) The right of a national bank to " make loans " under 
section 24 includes the right to purchase or discount loans already 
made as well as the right to make such loans in the first instance : 
Provided, however, That no loan secured by farm land shall have 
a maturity of more than five years from the date on which it 
was purchased or made by the national bank and that no loan 
secured by other real estate shall have a maturity of more than 
one year from such date. 

{g) Though no national bank is authorized under the pro- 
visions of section 24 to make a loan on the security of real 
estate, other than farm land, for a period exceeding one year, 
nevertheless, at the end of the year it may properly make a new 
loan upon the same security for a period not exceeding one 
year. The maturing note must be canceled and a new note taken 
in its place, but in order to obviate the necessity of making a 
new mortgage or deed of trust for each renewal the original 
mortgage or deed of trust may be so drawn in the first instance 
as to cover possible future renewals of the original note. Under 
no circumstances, however, must the bank obligate itself in ad- 
vance to make such a renewal. It must in all cases preserve 
the right to require payment at the end of the year and to 
foreclose the mortgage should that action become necessary. The 
same principles apply to loans of longer maturities secured by 
farm lands. 

{h) In order that real estate loans held by a bank may be 
readily classified, a statement signed by the officers making the 
loan and having knowledge of the facts upon which it is based 
must be attached to each note secured by a first mortgage on 
the land by which the loan is secured, certifying in detail as 
of the date of the loan that all of the requirements of law have 
been duly observed.' 



REGULATION H, SERIES OF 1917 

(Superseding' Regulation H of 1916) 

Membership of State Banks and Trust Companies 

I. Statutory requirements 

Section 9 of the Federal Reserve Act, as amended by the act 
approved June 21, 1917, which authorizes State banks and trust 
companies to become members of the Federal Reserve System, is 
quoted in the appendix to this regulation. 
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II. Banks eligible for membership 

A State bank or a trust company to be eligible for member- 
ship in a Federal Reserve Bank must comply with the following 
conditions : 

(1) It must have been incorporated under a special or general 
law of the State or district in which it is located. 

(2) It must have a minimum paid-up unimpaired capital 
stock as follows: 

In cities or towns not exceeding 3,000 inhabitants, $25,000. 

In cities or towns exceeding 3,000 but not exceeding 6,000 
inhabitants, $50,000. 

In cities or towns exceeding 6,000 but not exceeding 50,000 
inhabitants, $100,000. 

In cities exceeding 50,000 inhabitants, $200,000. 

III. Application for membership 

Any eligible State bank or trust company may make applica- 
tion on r. R. B. Form 83a, made a part of this regulation, to 
the Federal Reserve Board for an amount of capital stock in 
the Federal Reserve Bank of its district equal to 6 per cent of 
the paid-up capital stock and surplus of such State bank or trust 
company. This application must be forwarded direct to the 
Federal Reserve Agent of the district in which the applying 
bank or trust company is located and must be accompanied by 
Exhibits I, II, and III, referred to on page 1 of the application 
blank. 

IV. Approval of application 

In passing upon an application the Federal Reserve Board wiU 
consider especially — 

(1) The financial condition of the applying bank or trust com- 
pany and the general character of its management. 

(2) Whether the corporate powers exercised by the applying 
bank or trust company are consistent with the purposes of the 
Federal Reserve Act. 

(3) Whether the laws of the State or district in which the 
applying bank or trust company is located contain provisions 
likely to prevent proper compliance with the provisions of the 
Federal Reserve Act and the regulations of the Federal Reserve 
Board made in conformity therewith. 

If, in the judgment of the Federal Reserve Board, an appljdng 
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bank or trust company conforms to all the requirements of the 
Federal Reserve Act and these regulations, and is otherwise 
qualified for membership, the Board will issue a certificate of 
approval subject to such conditions as it may de^m necessary 
to insure compUanee with the act and these regulations. When 
the conditions imposed by the Board have been accepted by the 
applying bank or trust company the Board will issue a certificate 
of approval, whereupon the applying bank or trust company 
shall make a payment to the Federal Reserve Bank of its district 
of one-half of the amount of its subscription, i.e., 3 per cent of 
the amount of its paid-up capital and surplus, and upon receipt 
of this payment the appropriate certificate of stock will be issued 
by the Federal Reserve Bank. The remaining half of the sub- 
scription of the applying bank or trust company shall be subject 
to call when deemed necessary by the Federal Reserve Board. 

V. Powers and restrictions 

Every State bank or trust company while a member of the 
Federal Reserve System — 

(1) Shall retain its full charter and statutory rights as a 
State bank or trust' company, subject to the provisions of the 
Federal Reserve Act and to the regulations of the Federal Re- 
serve Board, including any conditions embodied in the certificate 
of approval. 

(2) Shall maintain such improvements and changes in its 
banking practice as may have been specifically required of it by 
the Federal Reserve Board as a condition of its admission and 
shall not lower the standard of banking then required of it; and 

(3) Shall enjoy all the privileges and obserye all those require- 
ments of the Federal Reserve Act and of the regulations of the 
Federal Reserve Board made in conformity therewith which are 
applicable to State banks and trust companies which have be- 
come member banks. 

VI. Examinations and reports 

Every State bank or trust company, while a member of the 
Federal Reserve System, shall be subject to examinations made 
by direction of the Federal Reserve Board or of the Federal 
Reserve Bank by examiners, selected or approved by the Federal 
Reserve Board. 

In order to avoid duplication, examinations of State banks 
and trust companies made by State authorities will be accepted 
in lieu of examinations by examiners selected or approved by 
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the Board wherever these are satisfactory to the directors of the 
Federal Reserve Bank and where, in addition, satisfactory 
arrangements for cooperation in the matter of examination be- 
tween the designated examiners of the Board and those of the 
States already exist or can be effected with State authorities. 
Examiners from the staff of the Board or of the Federal Reserve 
Banks will, whenever desirable, be designated by the Board to act 
with the examination staff of the State in order that uniformity 
in the standard of examination may be assured. i 

Every State bank or trust company, while a member ofi-the 
Federal Reserve System, shall be required to make in each'^'l-r 
not less than three reports of condition and of the p^^i„ijt 
of dividends. Such reports shall be made to the Federal Reserve 
Bank of its district on call of such bank on dates to be fixed by 
the Federal Reserve Board. 

Appendix to Regulation H 

Section 9 of the Federal Reserve Act as amended by the act 
approved June 21, 1917, provides that: '^ 

Any bank incorporated by special law of any State, or organized 
under the general laws of any State, or of the United States, desiring 
to become a member of the Federal Reserve System, may''ma'ke 
application to the Federal Reserve Board, under such rules and 
regulations as it may prescribe for the right to subscribe to the 
stock of the Federal reserve bank organized within the district in 
which the applying bank is located. Such application shall be for 
the same amount of stock that the applying bank would be required' 
to subscribe to as a national bank. The Federal Reserve Board, 
subject to such conditions as it may prescribe, may permit the 
applying bank to become a stockholder of such Federal reserve "bank. 

In acting upon such applications the Federal Reserve Board shall 
consider the financial condition of the applying bank, the general 
character of its management, and whether or not the corporate 
powers exercised are consistent with the purposes of this act. 

Whenever the Federal Reserve Board shall permit the applying 
bank to become a stockholder in the Federal reserve bank of the 
district its stock subscription shall be payable on call of the Federal 
Reserve Board and ■ stock issued to it shall be held subject to the 
provisions of this act. 

All banks admitted to membership under authority of this section 
shall be required to comply with the reserve and capital requirements 
of this act and to conform to those provisions of law imposed on 
national banks which prohibit such banks from lending on or pur- 
chasing their own stock, which relate to the withdrawal or impair- 
ment of their capital stock, and which relate to the payment of 
unearned dividends. Such banks and the officers, agents and em- 
ployees thereof shall also be subject to the provisions of and to the 
penalties prescribed by section fifty-two hundred and nine of the 
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Revised Statutes, and shall be required to make reports of condition 
and of thd payment of dividends to the Federal reserve bank of which 
they become a member. Not less than three of such reports shall 
be made annually on call of the Federal reserve bank on dates to 
be fixed by the Federal Reserve Board. Failure to make such reports 
within ten days after the date they are called for shall subject the 
offending bank to a penalty of $100 a day for each day that it fails 
to transmit such report; such penalty to be collected by the Federal 
reserve bank by suit or otherwise. 

As a condition of membership such banks shall likewise be 
subject to examinations made by direction of the Federal Reserve 
Bpa'-d or of the Federal reserve bank by examiners selected or 
an- ved by the Federal Reserve Board. 

never the directors of the Federal reserve bank shall approve 
the ^aminations made by the State authorities, such examinations 
and the reports thereof may be accepted in lieu of examinations 
made - by examiners selected or approved by the Federal Reserve 
Board: Provided, however. That when it deems it necessary the 
board may order special examinations by examiners of its own selec- 
tion and shall in all cases approve the form of report. The expenses 
of all examinations, other than those made by State authorities, 
shall be assessed against and paid by the banks examined. 

If at any time it shall appear to the Federal Reserve Board that 
a ' ember bank has failed to comply with the provisions of this 
section or the regulations of the Federal Reserve Board made pur- 
suant thereto, it shall be within the power of the board after hearing 
to require such bank to surrender its stock in the Federal reserve 
bank and to forfeit all rights and privileges of membership. The 
Federal Reserve Board may restore membership upon due proof of 
compliance with the conditions imposed by this section. 

Any State bank or trust company desiring to withdraw from 
membership in a Federal reserve bank may do so, after six months' 
written notice shall have been filed with the Federal Reserve Board, 
upon the surrender and cancellation of all of its holdings of capital 
stock in the Federal reserve bank: Provided, however. That no 
Federal reserve bank shall, except under express authority of the 
Federal Reserve Board, cancel within the same calendar year more 
than twenty-five per centum of its capital stock for the purpose of 
effecting voluntary withdrawals during that year. All such applica- 
tions shall be dealt with in the order in which they are filed with 
the board. 

Whenever a member bank shall surrender its stock holdings in a 
Federal Reserve Bank, or shall be ordered to do so by the Federal 
Reserve Board, under authority of law, all of its rights and privi- 
leges as a member bank shall thereupon cease and determine, and 
after due provision has been made for any indebtedness due or to 
become due to the Federal Reserve Bank it shall be entitled to a 
refund of its cash paid subscription with interest at the rate of 
one-half of one per centum per month from date of last dividend, 
if earned, the amount refunded in no event to exceed the book value 
of the stock at that time, and shall likewise be entitled to repay- 
ment of deposits and of any other balance due from the Federal 
Reserve Bank. 

No applying bank shall be admitted to membership in a Federal 
Reserve Bank unless it possesses a paid-up unimpaired capital 
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sufficient to entitle it to become a national banking association in 
the place where it ia situated under the provisions of the national 
bank act. 

Banks becoming members of the Federal Reserve System under 
authority of this section shall be subject to the provisions of this 
section and to those of this act which relate specifically to member 
banks, but shall not be subject to examination under the provisions 
of the first two paragraphs of section fifty-two hundred and forty 
of the Revised Statutes as amended by section twenty-one of this 
act. Subject to the provisions of this act and to the regulations of 
the Board made pursuant thereto, any bank becoming a member of 
the Federal Reserve System shall retain its full charter and statu- 
tory rights as a State bank or trust company, and may continue 
to exercise all corporate powers granted it by the ' State in which 
it was created, and shall be entitled to all privileges of member 
banks: Provided, however. That no Federal Reserve Bank shall be 
permitted to discount for any State bank or trust company notes, 
drafts, or bills of exchange of any one borrower who is liable for 
borrowed money to such State bank or trust company in an amount 
greater than ten per centiun of the capital and surplus of such 
State bank or trust company, but the discount of bills of exchange 
drawn against actually existing value and the discount of com- 
mercial or business paper actually owned by the person negotiating 
the same shall not be considered as borrowed money within the 
meaning of this section. The Federal Reserve Bank, as a condition 
of the discount of notes, drafts, and bills of exchange for such State 
bank or trust company, shall require a certificate or guaranty to 
the efi'ect that the borrower is not liable to such bank in excess of 
the amount provided by this section, and will not be permitted to 
become liable in excess of this amount while such notes, drafts, or 
bills of exchange are under discount with the Federal Reserve Bank. 

It shall be unlawful for any officer, clerk, or agent of any bank 
admitted to membership under authority of this section to certify 
any check drawn upon such bank unless the person or company 
drawing the check has on deposit therewith at the time such cheek 
is certified an amount of money equal to the amount specified in 
such check. Any check so certified by duly authorized officers shall 
be a good and valid obligation against such bank, but the act of 
any such officer, clerk, or agent in violation of this section may 
subject such bank to a forfeiture of its membership in the Federal 
Reserve System upon hearing by the Federal Reserve Board. 



REGULATION I, SERIES OF 1917 

(Superseding Regulation I of 1916) 

Increase oe Deceease op Capital Stock op Fedeeal Besebve 

Banes 

Increase of capital stock 

Whenever the capital stock of any Federal Reserve Bank shall 
be increased by new banks becoming members, or by the increase 
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of capital or surplus of any member bank and the allotment of 
additional capital stock to such bank, the board of directors of 
such Federal Eeserve Bank shall certify such increase to the 
Comptroller of the Currency on Form 58, which is made a part 
of this regulation. 

Decrease of capital stock 

I. Whenever a member bank reduces its capital stock or 
surplus, and, in the case of reduction of its capital, such reduction 
has been approved by the Comptroller of the Currency and by 
the Federal Reserve Board in accordance with the provisions of 
section 28 of the Federal Reserve Act, it shall file with the 
Federal Reserve Bank of which it is a member an application 
on Form 60, which is made a part of this regulation. When this 
application has been approved, the Federal Reserve Bank shall 
take up and cancel the receipt issued to such bank for cash 
payments made on its subscription and shall issue in lieu thereof 
a new receipt after refunding to the member bank the propor- 
tionate amount due such bank on account of the subscription 
canceled. The receipt so issued shall show the date of original 
issue, so that dividends may be calculated thereon. 

II. Whenever a member bank shall be declared insolvent and 
a receiver appointed by the proper authorities such receiver shall 
file with the Federal Reserve Bank of which the insolvent bank 
is a member an application on Form 87, which is made a part 
of this regulation, for the surrender and cancellation of the stock 
held by, and for the refund of all balances due to such insolvent 
member bank. Upon approval of this application by the Federal 
Eeserve Agent the Federal Eeserve Bank shall accept and cancel 
the stock surrendered, and shall adjust accounts between the 
member bank and the Federal Reserve Bank by applying to the 
indebtedness of the insolvent member bank to such Federal Re- 
serve Bank all cash-paid subscriptions made by it on the stock 
canceled with one^half of 1 per centum per month from the 
period of last dividend, if earned, not to exceed the book value 
thereof, and the balance, if any, shall be paid to the duly author- 
ized receiver of such insolvent member bank. 

III. Whenever a member bank goes into voluntary liquidation 
and a liquidating agent is appointed, such agent shall file with 
the Federal Eeserve Bank of which it is a member an application 
on Form 86, which is made a part of this regulation, for the 
surrender and cancellation of the stock held by and for the refund 
of all balances due to such liquidating member bank. Upon 
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approval of this application by the Federal Reserve Agent the 
Federal Reserve Bank shall accept and cancel the stock surren- 
dered, and shall adjust accounts between the liquidating member 
bank and the Federal Reserve Bank by applying to the indebted- 
ness of the liquidating member bank to such Federal Reserve 
Bank all cash-paid subscriptions made by it on the stock canceled 
with one-half of 1 per centum per month from the period of last 
dividend, if earned, not to exceed the book value thereof, and 
the balance, if any, shall be paid to the duly authorized liquidating 
agent of such liquidating member bank. 

IV. Whenever the stock of a Federal Reserve Bank shall be 
reduced in the manner provided in Paragraphs I, II, or III of 
this regulation the board of directors of such Federal Reserve 
Bank shall, in accordance with the provisions of section 6, file 
with the Comptroller of the Currency a certificate of such reduc- 
tion on Form 59, which is made a part of this regulation. 



REGULATION J, SERIES OF 1917 
(Superseding Regulation J of 1916) 

Check Clearing and Collection 

Section 16 of the Federal Reserve Act authorizes the Federal 
Reserve Board to require each Federal Reserve Bank to exercise 
the function of a clearing house for its member banks, and sec- 
tion 13 of the Federal Reserve Act as amended by the act 
approved June 21, 1917, authorizes each Federal Reserve Bank 
to receive from any non-member bank or trust company, solely 
for the purposes of exchange or of collection, deposits of current 
funds in lawful money, national bank notes, Federal Reserve 
notes, checks, and drafts payable upon presentation, or maturing 
notes and bills, provided such non-member bank or trust company 
maintains with its Federal Reserve Bank a balance sufficient to 
offset the items in transit held for its account by the Federal 
Reserve Bank. 

In pursuance of the authority vested in it under these pro- 
visions of law, the Federal Reserve Board, desiring to afford 
both to the public and to the various banks of the country a 
direct, expeditious, and economical system of check collection and 
settlement of balances, has arranged to have each Federal Reserve 
Bank exercise the functions of a clearing house for such of its 
member banks as desire to avail themselves of its privileges and 
for such State banks and trust companies as may maintain with 
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the Federal Eeserve Bank a balance sufficient to qualify it as 
a clearing member under the provisions of section 13; 

Each Federal Reserve Bank shall exercise the functions of 
a clearing house under the following general terms and con- 
ditions : 

(1) Each Federal Reserve Bank will receive at par from its 
member banks, and from non-member banks in its district which 
have become clearing members, checks ^ drawn on all member 
and clearing member banks and on all other non-member banks 
which agree to remit at par through the Federal Reserve Bank 
,of their district. 

(2) Each Federal Reserve Bank will receive at par from other 
Federal Reserve Banks and will receive at par from all member 
and clearing member banks, regardless of their location, for the 
credit of their accounts with their respective Federal Reserve 
Banks, checks drawn upon all member and clearing member 
banks of its district and upon all other non-member banks of its 
district whose checks can be collected at par by the Federal 
Reserve Bank. The Federal Reserve Banks will prepare a par 
list of all non-member banks, to be revised from time to time, 
which will be furnished to member and clearing member banks. 

(3) Immediate credit entry upon receipt subject to final pay- 
ment will be made for all such items upon the books of the 
Federal Reserve Bank at full face value, but the proceeds will 
not be counted as part of the minimum reserve nor become 
available to meet cheeks drawn until actually collected, in accord- 
ance with the best practice now prevailing. 

(4) Cheeks received by a Federal Reserve Bank on its member 
or clearing member banks will be forwarded direct to such banks 
and will not be charged to their accounts until sufficient time 
has elapsed within which to receive advice of payment. 

(5) In the selection of collecting agents for handling cheeks 
on non-member banks, which have not become clearing members, 
member banks will be given the preference. 

"X6) Under this plan each Federal Reserve Bank will receive 
at par from its member and clearing member banks checks on 
all member and clearing mgmber banks and on all other non- 
member banks whose checks can be collected at par by any 
Federal Reserve Bank. Member and clearing member banks will 

■ A check is generally defined as a draft or order upon a hank or 
banking house, purporting to be drawn upon a deposit of funds, 
for the payment at all events of a certain sum of money to a certain 
person therein named, or to him or his order, or to bearer, and 
payable instantly on demand. 
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be required by the Federal Reserve Board to provide funds to 
cover at par all cheeks received from or for the account of their 
Federal Reserve Banks: Provided, however, That a member or 
clearing member bank may ship currency or specie from its own 
vaults at the expense of its Federal Reserve Bank to cover any 
deficiency which may arise because of and only in the case of 
inability to provide items to offset checks received from or for 
the account of its Federal Reserve Bank/ 

(7) Section 19 of the Federal Reserve Act provides that — ■- 
The required balance carried by a member bank with a Federal 

Reserve Bank may, under the regulations, and subject to such 
penalties as may be prescribed by the Federal Reserve Board, be 
checked against and withdrawn by such member bank for the 
purpose of meeting existing liabilities: Provided, however, That 
no bank shall at any time make new loans or shall pay any 
dividends unless and until the total balance required by law is 
fully restored. 

It is manifest that items in process of collection cannot lawfully 
be counted as part of the minimum reserve balance to be carried 
by a member bank with its Federal Reserve Bank. Therefore, 
should a member bank draw against such items the draft would 
be charged against its reserve balance if such balance were 
sufficient in amount to pay it; but any resulting impairment of 
reserve balances would be subject to all the penalties provided 
by the act. 

Inasmuch as it is essential that the law in respect to the main- 
tenance by member banks of the required minimum reserve 
balance shall be strictly complied with the Federal Reserve Board, 
under authority vested in it by section 19 of the act, hereby 
prescribes as the penalty for any deficiency in reserves a sum 
equivalent to an interest charge on the amoimt of the deficiency 
of 2 per cent per annum above the 90-day discount rate of the 
Federal Reserve Bank of the district in which the member bank 
is located. The Board reserves the right to increase this penalty 
whenever conditions require it. 

For the purpose of keeping their reserve balances intact mem- 
ber banks may at aU times have recourse to the rediscount facili- 
ties offered by their respective Federal Reserve Banks. 

(8) Each Federal Reserve Bank will determine by analysis 

' In accordance with instructions issued by the Federal Reserve 
Board on April 24, 1917, the various Federal Reserve Banks have 
issued circulars setting forth the conditions under which their 
respective member banks may draw drafts on their reserve bank 
accounts payable with or through any other Federal Reserve Bank. 
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the amounts of uncollected funds appearing on its books to the 
credit of each member bank. Such analysis will show the true 
status of the reserve held by the Federal Reserve Bank for each 
member bank and will enable it to apply the penalty for impair- 
ment of reserve. 

A schedule of the time required within which to collect checks 
will be furnished to each bank to enable it to determine the time 
at which any item sent to its Federal Reserve Bank will be 
counted as reserve and become available to meet any checks 
drawn. 

(9) In handling items for member and clearing member banks, 
a Federal Reserve Bank will act as agent only. The Board wiU 
require that each member and clearing member bank authorize 
its Federal Reserve Bank to send checks for collection to banks 
on which checks are drawn and, except for negligence, such 
Federal Reserve Bank will assume no liability. Any further 
requirements that the Board may deem necessary will be set 
forth by the Federal Reserve Banks in their letters of instruction 
to their member and clearing member banks. Each Federal Re- 
serve Bank will also promulgate rules and regulations governing 
the details of its operations as a clearing house, such rules and 
regulations to be binding upon all member and non-member banks 
which are clearing through the Federal Reserve Bank. 

(10) The cost of collecting and clearing checks must necessarily 
be borne by the banks receiving the benefit and in proportion to 
the service rendered. An accurate account will be kept by each 
reserve bank of the cost of performing this service and the 
Federal Reserve Board will, by rule, fix the charge, at so much 
per item, which may be imposed for the service of clearing or 
collection rendered by the reserve banks, as provided in section 16 
of the Federal Reserve Act. 
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Abstinence and the accumulation 

of capital, 6. 
Aldrich-Vreeland Act, 221. 

Balances, minimum, 31 ; influence 
on bank profits, 32. 

Bank, general functions, 13; de- 
fined, 19; reserves, 19; invest- 
ments, 44-46; control of cap- 
ital, 49, 69; deposits, 67; 
credit, 68, 76; affiliation, 143. 

Bank notes. See under Notes. 

Canada, Banks of, 55, 62. 

Capital, influence on production, 
6; idleness of, 11; market for, 
12; circulating, 47; investment 
of, 51. 

Capital goods, 5. 

Capitalistic system, 6. 

Centralized reserve control, 188. 

Checks, usefulness of, 21 ; func- 
tions of, 37; lead to speedy 
redemption, 98, 99; expansion 
restrained by redemption of, 
100. 

Clearing system, 29, 30; expe- 
dites redemption of checks, 
100; process of, 105; local, 
106; intercommunity, 107-109, 
114-117; secondary clearing 
center, 118; organization of, 
187 

Commercial or credit bank, 16. 

Commercial paper brokers, 228. 

Credit, nature of, 65; variations 
in demand for, 84; confidence 
and, 85; expansion, 95; gold 
movement and, 97; and inter- 
national control, 101; elastic- 
ity, 140, 158, 159, 179; trans- 
formation, 152; central re- 
serve control, 162; overexpan- 
sion, 182. 

Currency, domestic shipments, 
122. 

Defects in our system up to 
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establishment of Federal Re- 
serve, 229-238; scattered re- 
serve, 229; dead-line reserve 
requirements, 230; no reserve 
strengthening facilities, 230 ; 
inelastic currency, 231; ab- 
sence of coSperation, 231; no 
domestic clearing system, 232; 
no protection of national gold 
reserves, 233; no standardized 
commercial paper, 233; no 
open discount market, 235; 
helplessness of individual 
banks, 235; disparity of dis- 
count rates, 236; no control of 
discount ■ rates, 236; no uni- 
form standard, 237; no foreign 
agencies, 237; narrow restric- 
tions of real estate loans, 238; 
independent treasury, 238. 

Deposits, nature of, 19, 37; how 
obtained, 21; exchange of 
rights, 23; cash, 28; as source 
of profit, 35. 

Discounts, loans and, 24; mecha- 
nism of, 70; loan market and, 
143; rates of, 184; advantages 
of, 147, 148. 

Domestic exchange, 120, 121. 

Draft, nature of, 22. 

England, Bank of, notes of, 55; 
cash reserves of, 61 ; gold ex- 
ports of, 166; system of, 191. 
See European banks. 

English discount houses, 47, 48, 
194. 

English country banks, 52. 

English private banks, 194. 

English government and Bank of 
England, 53. 

European banks (England, 
France, Germany), credit elas- 
ticity, 195, 196; procedure in 
field of discounts, 196, 197; 
loans, 197, 198; reserves, 198, 
199, 200 ; credit rates, 200, 201, 
202; note reserves, 202-204; 
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reserve for notes, 204, 205; 
general assets, 205; reserve 
protection, 211, 212. 
Exchange, domestic, 120, 121. 

Federal Reserve, cash reserves, 
61 ; banks, 241 ; districts, 241 ; 
capital of banks, 241 ; member- 
ship, 242; branches, 243; elec- 
tion of directors, 244; manage- 
ment of banks, 244; dividends, 
245; surplus, 245; excess earn- 
ings, 245; taxes, 245; fran- 
chise, 244; board, 246, 268; 
deposits, 247; advisory coun- 
cil, 247, 269; bank deposits, 
248; elasticity of deposits, 249, 
250; note expansion, 250; 
notes, 251, 252, 271-272; con- 
trol of note expansion, 252; 
contraction of notes, 254; re- 
discounting, 256, 274, 280, 281, 
282; discount market, 257; 
banks clearing functions, 249, 
260; dollar exchange, 261; for- 
eign agencies, 261, 262; for- 
eign exchange and gold move- 
ments, 262; discount rate, 263, 
280; gold standard, 263; ex- 
aminations and publicity, 263, 
264, 305; districts, 265; mem- 
bership, 266, 267; opening of, 
268; government deposits, 270; 
fiscal agents, 271 ; promissory 
notes, 275; single-name paper, 
276; drafts, 276, 279; bills of 
exchange, 276, 279; trade ac- 
ceptances, 276, 279; commodity 
paper, 277; agricultural pa- 
per, 277; bankers' accept- 
ances, 277, 279; collateral 
loans to member banks, 279; 
gold settlement fund, 287; 
process of clearing through 
gold settlement fund, 287; 
voluntary system of clearing, 
290; country wide clearing and 
collection plan, 292; foreign 
operations, 295, 296; gold ex- 
ports, 299; gold imports, 300; 
division of audit and exam- 
ination, 302; credit bureau, 
304; bulletin, 306. 

Foreign exchange, 127, 133, 134, 
135, 136. 



Foreign credits, 169, 172. 
France, Bank of, 55, 61, 191. 
See European banks. 

Germany, Imperial Bank of. See 
Reichsbank. 

Gold, loss of, serious, 97; and 
credit operations, 98; not 
medium of international ex- 
change, 125; points, 137; in- 
ternational movements of, 137, 
138; exports, 163, 164; pre- 
mium, 165; purchase of, 170; 
imports, 170. 

Government supervision, 189. 

Government deposits, 219. 

Inflation, and redemption, 96; 
and gold exports, 172. 

International banking, 127. 

International exchange, gold not 
the medium of, 125; payments, 
126; and favorable position of 
U. S., 131 ; unit of, 129 

International loans, 128. 

International market, 132. 

Investment bankers, 16, 228. 

Investments, fixed, 50; as cover 
for notes and deposits, 154, 
155. 

Liquid capital and banks, 49. 

Loans and discounts, 24; nature 
of, 26; security of, 27; call, 
48; short time, 48; long time, 
48; personal, 71; Interest 
rates and, 72; basis of, 146. 

Loan and discount market, 143. 

Localization of industry, 4. 

London, v?orld clearing house, 
130; financial position since 
opening of Great War, 131. 

Mint par, 134. 
Mortgage loans, 15. 

National banks, origin of, 215; 
organization, 216, 217;, reserve 
requirements, 218; note issue, 
219; suspension, 220. 

National organizations of bank- 
ing, 176. 

New York Clearing House, 30, 
38. 

Notes, bank, defined, 33; as 
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source of profit, 35; general 
acceptability of, 39, 53; re- 
deemability of, 54; legal ten- 
der, quality of, 55; for reserve 
purposes, 56 ; importance of re- 
serve, 57; secondary reserve 
for, 57; protection of holders 
of, 58, 59; special cash reserve 
for, 61; government guarantee 
of, 62; redemption of, 102, 103, 
104; monopoly of, 153, 186; 
free and limited systems of 
issue, 154; competitive sys- 
tems, 186. 

Overexpansion, 98, 182. 

Prices, inflation of, 92; and 
speculation, 94. 

Private bankers, 227. 

Production, large scale, 4, 74; 
lengthening period of, 5; so- 
cial, 5; and capital, 6. 

Publicity, bank, 52. 

Keal estate and bank loans, 53. 
Reiehsbank, 46, 55, 61, 166, 167, 

191. See European banks. 
Rediscoimting, 148, 149, 150, 151. 
Reserves, bank,, nature of, 19; 



importance of, 40; required, 
41; secondary, 43; back of 
notes, 55; centralized, 113; 
systems of, 113; decentralized, 
114, 146; mobility of, 140, 
141, 142; accessibility of, 144; 
quantity necessary, 144, 145; 
means of strengthening, 146, 
147, 148; and liabilities, 157; 
mobilization of, 179, 180; scat- 
tering of, 229; deadline re- 
quirements of, under National 
Banking System, 230. 
Risk, importance of, 25; and in- 
terest rates, 73. 

Savings banks, 14. 

Saving and investing, 9. 

Social factors, influence of, on 

banking business, 78. 
Speculation and misproduction, 

95. 
State banks, 222, 223, 224, 225, 

226, 227. 
Stringency, 87. 
Supervision, government, 52. 

Time element, 25. 
Trust companies, 223, 224, 225, 
226, 227. 



A MOST IMPORTANT FINANCIAL BOOK 

THE PRINCIPLES OF 
BOND INVESTMENT 

BY LAWRENCE CHAMBERLAIN 

With Kountze Brothers, Bankers, New York 

Lecturer on Finance at the New York University School of 

Commerce, Accounts and Finance 

SSI pages. With 19 charts. 8vo. Cloth. Price ^5.00 net, 
by mail ^5.20 

The first work to treat bond investment as an applied 
science. It presents a comprehensive and careful analysis 
of all classes of bonds and shows how to estimate their 
■value. Each chapter has had the careful scrutiny of some 
specialist distinguished in the particular field under con- 
sideration. 

The author of "The Principles of Bond Investment" 
has a wide and varied experience as bond sales manager 
and bond buyer. His opinions and judgments are those 
of one who is at once a scholar and a successful business 



" The features of the book are clearness of statement, readable 
style, and exhaustiveness of treatment. ... A style so simple and 
direct that an inexperienced investor may understand. Every phase 
of the bond investment question, including terms not generally un- 
derstood, is treated in such a manner that the dry principles of an. 
intricate subject become interesting. ... A contribution to 
economics, and a literary production which will rank the author 
with such economists as Walker, Adam and Scott." — Trust Com- 
pames (N. Y.) 

Complete table of contents on request. 
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